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It is my pleasure to submit to you for your review the National Taxpayer Advocate’s 2001
Annual Report to Congress. This report reflects a year’s effort on the part of many
Taxpayer Advocate Service employees, to whom I am very grateful. We believe this report
meets our Congressional mandate, set forth in Internal Revenue Code section
7803(c)(2)(B)(ii), to provide full and substantive analysis of our activities for the year,
including a summary of significant taxpayer problems and our administrative and legisla-
tive recommendations to resolve those problems.

In his 2000 Annual Report to Congress, Acting National Taxpayer Advocate Henry O.
Lamar, Jr., identified tax code complexity as the top problem for both individual and
business taxpayers. This year’s Report adopts that concept as a truism and incorporates it
into every aspect of the report.

I have chosen to focus our attention on several key legislative proposals that create signifi-
cant complexity for large numbers of taxpayers. Correction of these few provisions will
have a great impact on the problems taxpayers face today. I use the term “correction”
deliberately. In many instances the problems we identify grew up over time and bring
about consequences that no one would deliberately design. These problems are “errors” in
the Internal Revenue Code that beg to be corrected.

On the operational side, we report on the activities and initiatives of the Taxpayer
Advocate Service.  We identify key areas of TAS casework and describe, beyond the num-
bers, what initiatives we are undertaking with the Operating Divisions and Functional
Divisions to reduce, if not eliminate, these cases. However, our case analysis demonstrates
that in some areas – the Earned Income Tax Credit and other “family status” issues in par-
ticular – no amount of IRS process improvement will significantly reduce taxpayers prob-
lems. To achieve significant reduction in taxpayer and IRS burden, Congress must enact a
uniform definition of a qualifying child that is applicable to all tax provisions that key off
of family status.

I realize that many today in the United States believe that there is no constituency or
political reward for achieving tax simplification, or, more importantly, tax rationalization.
I maintain that this nation can ill afford to ignore the increasing burden (for taxpayers
and tax administrators alike) and irrationality of our tax system. 

Our tax system is a voluntary system, relying on taxpayers to inform the government of
their taxable income and resulting tax. To the extent that we, as tax legislators or tax
administrators, make this compliance too burdensome, or too confusing for taxpayers, or
out of tune with taxpayers’ sensible way of life, we create an environment in which even
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the most compliant taxpayers wonder why they bother. In fact, some taxpayers will stop
bothering to comply. It matters not that this complexity or irrationality is an unintended
or inadvertent consequence.

The sheer numbers of taxpayers affected by the six key legislative proposals and the top
taxpayer problems discussed in this report should lead any public servant to the conclu-
sion that he or she must act to remedy this problem. We in the Taxpayer Advocate
Service, through this Annual Report to Congress, have attempted to identify problems
that can be solved rather than merely complained about. We have also attempted to pro-
pose solutions that are practical and achievable. 

As National Taxpayer Advocate, I look forward to working with Congress and the Internal
Revenue Service to help taxpayers resolve their tax problems. I humbly submit this
Report, on behalf the Taxpayer Advocate Service, in the hope that you will find it of
some use toward that goal.

Respectfully submitted,

Nina E. Olson
National Taxpayer Advocate
31 December 2001
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I N T R O D U C T I O N
For many U.S taxpayers, tax filing season brings stress, anxiety and frustration. These
emotions are too often compounded after the tax returns are sent to the Internal Revenue
Service and problems develop with taxpayers’ accounts — problems that sometimes take
months or years to settle. The Taxpayer Advocate Service (TAS) exists to help these tax-
payers by working to clear up problems that have not been resolved through established
IRS channels. We strive to help all taxpayers and the IRS by developing system-wide solu-
tions to problem issues.

Only 14 percent of our inventory is composed of hardship cases. A small percentage of
taxpayers contact us because they either don’t like the way the tax law has been applied to
their situation, or because they feel that their side of the issue did not get a fair hearing.
Most taxpayers contact us because the IRS does not offer timely or appropriate taxpayer
assistance. 

Resolving customer service problems is fundamental to restoring public respect for the
way in which the IRS administers the tax system. Failure to provide basic services and
respond promptly to taxpayers who are making a good faith effort to meet their tax obli-
gations imposes a burden on taxpayers and the IRS alike, and increases public disaffec-
tion. For many individual taxpayers, navigating the IRS bureaucratic structure is difficult.
The frustration and confusion taxpayers experience in dealing with the IRS undermines
confidence in the system. 

At the same time, the IRS is comprised of dedicated employees working hard to administer
a complex tax code. The IRS’ leaders make tough decisions about service trade-offs, know-
ing that they cannot satisfy competing demands with their limited resources. The taxpayer
population and volume of returns continue to grow, while the resources available to service
them have not kept pace. The IRS is working to solve many of the problems reflected in
this section of the Report. It is our hope that IRS will continue to make progress. 

Congress continues to play a key role in two areas: reducing tax law complexity and pro-
viding necessary resources. Legislative changes are required to address a number of the
most serious problems. Many other problems can only be resolved with continued, long-
term commitment to modernizing the IRS information systems infrastructure. Finally,
sustained budget support is required to get the job done.
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M O S T  S E R I O U S  P R O B L E M S
ENCOUNTERED BY TAXPAYERS



M E T H O D O L O G Y
This year we are taking a new approach to identifying the most serious problems taxpayers
face when dealing with the IRS. To make the report more useful, we have abandoned
broad categories such as “tax law complexity” to focus on specific issues. We have used a
more comprehensive base of information to develop the list. Above all, we are concentrat-
ing on issues that are large enough to matter, but small enough to tackle. 

As promised in the National Taxpayer Advocate’s Fiscal Year 2002 Objectives Report to
Congress, we have prepared two lists of problems Americans face in meeting their tax
obligations: the TAS Inventory List and the Most Serious Problems Encountered by
Taxpayers List. While the Most Serious Problems List is the focus of this section of the
Report, many of the same issues are included in both lists.

TA S  I N V E N T O R Y  L I S T  O F  TA X P AY E R  P R O B L E M S
We began analyzing taxpayer problems with a list based on our inventory data. Every case
worked by the Taxpayer Advocate Service is tracked by our Taxpayer Advocate
Management Information System (TAMIS) and is assigned a major issue code to track tax-
payer problems. By analyzing our data, we developed a list identifying the 23 problems
that generated the largest number of taxpayer contacts with TAS. We refer to this as the
TAS Inventory List of Taxpayer Problems.

While our management information system provides the number of cases worked for each
code, some tracking system codes can include a variety of issues and may not pinpoint
underlying problems. We have included a short description of each issue. For those inter-
ested in greater detail, we provide the inventory-based list and a description of each issue
in Appendix A. 

T H E  M O S T  S E R I O U S  P R O B L E M S  E N C O U N T E R E D  B Y  TA X P AY E R S
This year’s list of the Most Serious Problems Encountered by Taxpayers originates from
the work experiences of Taxpayer Advocate Service employees who assist taxpayers every
day. This list defines 23 specific issues such as “Access to Customer Service Toll-Free
Telephone Service” and “Computing Income Tax Using Schedule D” and is intended to
provide a clearer understanding of the barriers to resolving these problems. 
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We began developing the list by looking at the kinds and volumes of problems that tax-
payers bring to us throughout the year. We asked our local taxpayer advocates to talk with
front line employees to find out what they were hearing from taxpayers. We considered
what the four Citizens Advocacy Panels reported about the feedback they received from
the public. We listened to tax practitioners and observed focus groups of taxpayers dis-
cussing their experiences with preparing and filing last year’s returns. We then reflected
upon what we had learned and drew up our final list of most serious problems.

T H E  L I S T S  R E F L E C T  I M P O R TA N T  I S S U E S
Although the TAS Inventory List and the listing of most serious problems are not identi-
cal, they both reflect difficult issues Americans face in filing returns and paying taxes. The
number one problem on the list of most serious issues, “Access to Customer Service Toll-
Free Telephone Service”, does not appear in our management information system, nor
does topic number four, “Answers to Questions on Customer Service Toll-Free Lines.”
However, TAS offices receive thousands of calls each month because taxpayers are unable
to reach IRS’ toll-free service, or because taxpayers feel unsure of the answers given by
toll-free assistors. When taxpayers contact TAS, they tell us they were unable to get help
from the toll-free system. 

The Earned Income Tax Credit (EITC) appears as four separate issues to give a clear pic-
ture of specific problems with EITC. Why do EITC issues receive so much attention? Our
Taxpayer Advocate Service experience tells us that on the inventory-based list, issue num-
ber one, “Revenue Protection Strategy” cases, are mostly EITC examinations. Problem
number three, “Refund Inquiries” are often requests for EITC refunds, while inventory-
based problem number eight, “Audit Reconsideration,” includes many EITC cases.
Problems with the EITC are more prevalent in our inventory than they first appear. 

I R S  O P E R AT I O N S  R E S P O N S E
We provided the IRS Operating Division Commissioners with a definition and analysis of
each problem and gave them an opportunity to offer “IRS Comments” on each issue.
They have reported actions taken or planned to resolve these problems under the heading
“IRS Initiatives to Address the Problem.” Along with the problems, we have listed the
“IRS Responsible Official” provided to us by the Office of Tax Administration
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Coordination, although we recognize that other officials or Commissioners of the
Operating Divisions may also play a role in resolving issues.

I R S  P R O G R E S S  O N  TA X P AY E R  P R O B L E M S
We applaud the IRS for taking positive, helpful actions in some areas, such as redesigning
Earned Income Tax Credit forms and Schedule D to reduce math errors, and improving
the processing of Innocent Spouse Cases. We look forward to implementation of the
Refund/Notice Integration Project. This will enable IRS and the Financial Management
Service to combine refund checks and IRS error notices into one mailing, so that taxpay-
ers will understand immediately why their refund has changed from the amount claimed
on the return.

At the same time, concrete steps are needed to resolve other persistent problems, such as
taxpayers’ inability to reach a “live person” on the IRS’ toll-free assistance lines and the
IRS’ inability to routinely acknowledge taxpayer payments and correspondence. 

A D M I N I S T R AT I V E  C H A N G E ,  L E G I S L AT I V E  C H A N G E  A N D  I M P R O V E D  T E C H N O L O G Y
While the Operating Divisions identified the role technology plays in resolving some of
these problems, they restricted their comments to ways in which technology can be
expected to impact taxpayer concerns over the next eighteen months. Many service prob-
lems, such as the ability to provide concise, clear notices pinpointed to the taxpayer’s spe-
cific issue, can only be completely resolved by long term commitment to modernizing
the IRS information systems infrastructure. 

We believe legislative changes are required to address a number of the taxpayers’ most
serious problems. Throughout this section of the report, we put forth other suggestions
and recommendations that could be accomplished administratively and we believe would
ease the burdens facing taxpayers today. We hope that the IRS and the Congress will give
these proposals serious consideration.
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RANKING ISSUE

1 Revenue Protection Strategy (RPS) — Examination Projects to Protect
Revenue 

2 Processing of Claims or Amended Returns 

3 Refund Inquiries 

4 Processing Individual Income Tax Returns 

5 Penalty Issues (Other Than Federal Tax Deposit) 

6 Lost or Misapplied Payments 

7 Open Examinations 

8 Requests for Reconsideration of Examination Assessments 

9 Requests for Employer Identification Number(EIN) or Requests for Entity
Changes 

10 Automated Underreporter (AUR) Program - Document Matching Program 

11 Other Casework Issues 

12 Lost or Stolen Refunds 

13 Requests for the IRS Individual Taxpayer Identification Number (ITIN) 

14 Requests for Forms, Copies of Returns, and Transcripts 

15 Offer in Compromise Issues 

16 Account or Notice Inquiries 

17 Levy Issues 

18 Problems with Federal Tax Deposits, Electronic Fund Transfer Program
System, or Estimated Tax Payments/Credits 

19 Federal Tax Deposit (FTD) Penalty Issues 

20 IRS Criminal Investigation Freezes 

21 Offsets 

22 Earned Income Tax Credit (EITC) Issues 

23 Substitute for Return Assessments
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TA X P AY E R  
A D V O C AT E  
S E R V I C E

INVENTORY 
L IST OF  
TAXPAYER 
PROBLEMS*

*SEE APPENDIX A 

FOR A DESCRIPTION 

OF EACH ISSUE .
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MOST 
SERIOUS 
PROBLEMS
ENCOUNTERED BY
TA X P AY E R S

P R O B L E M S

RANKING ISSUE

1 Access to Customer Service Toll-Free Telephone Service 

2 Multiple Definitions Of “Qualifying Child” 

3 Determining Earned Income Tax Credit (EITC) Eligibility 

4 Answers to Questions on Customer Service Toll-Free Lines 

5 Documenting Earned Income Tax Credit (EITC) Eligibility 

6 Refund Inquiries 

7 Earned Income Tax Credit (EITC) Examinations 

8 Understanding Estimated Tax Payments 

9 Explanations on Math Error Notices 

10 Processing Claims for Refund 

11 Recertification for Earned Income Tax Credit (EITC) 

12 Computing Income Tax Using Schedule D 
(Capital Gains and Losses) 

13 Awareness and Understanding Federal Tax Deposits 
Requirements 

14 Obtaining Employer Identification Numbers (EINs) 

15 Misapplied Payments 

16 Lack of Access to Free Tax Preparation for Low-Income 
Taxpayers 

17 Processing Offer in Compromise Applications 

18 Computing the Alternative Minimum Tax (AMT) 

19 Determination and Notification of Revised Tax Liability 

20 Cost of Electronic Filing for Low-Income Taxpayers 

21 Automated Underreporter (AUR) Tax Assessments 

22 Status of Innocent Spouse Claims 

23 Delay in Receiving Requested Documents 
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A C C E S S  T O  C U S T O M E R  S E R V I C E  T O L L - F R E E  T E L E P H O N E  S E R V I C E

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division 

D E F I N I T I O N  O F  P R O B L E M  
Taxpayers are unable to reach the IRS through its toll-free lines, especially during tax sea-
son when the need for assistance is greatest.

A N A LY S I S  O F  P R O B L E M
Taxpayers call the toll-free numbers with questions about preparing returns, tax law,
refunds, and IRS notices regarding errors in returns. Many people complain that they are
unable to get through to employees, must navigate a complicated menu system and spend
excessively long times on hold. These problems sometimes lead taxpayers to hang up in
frustration and search for answers elsewhere. The level of service for the 2000 filing season
measured 61 percent.1

I R S  C O M M E N T S
IRS is continuing to make improvements to Toll-Free Service a top priority. This past fil-
ing season improvements were made in automated services offered and with our delivery
of live assistance. Through June 30, 2001, over 94 percent of those taxpayers attempting
to call IRS could reach our system without experiencing a busy signal. For those wishing
to talk with an assistor, the wait time, after menu selection, was less than five minutes.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
To improve access to personal service, IRS is concentrating its assistor resources to be
available year round on Monday through Friday for 15 hours per day. During the filing
season, personal service will also be available on Saturdays from 9 a.m. to 5 p.m. The shift
from the current 24 hour, 7 day a week service approach is based on an AT&T usage study
that identified that 94 percent of the telephone traffic comes in Monday through Friday.
The change will make more employees available during peak times to answer calls. IRS
will continue to provide automated service 24 hours a day, seven days a week. 

I N F O R M AT I O N  T E C H N O L O G Y  I M P A C T  
IRS began implementation of a new telephone system that includes: 

◆ Voice recognition in English and Spanish 

PROBLEM
T O P I C  # 1

1 Level of service is calculated by dividing the number of calls answered by the total call attempts. Total call
attempts is the sum of calls answered, calls abandoned by the caller, and calls that receive a busy signal. 

1 1 
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◆ Ability to inquire about the status of a refund by speaking rather than using only
the telephone touch pad keys

◆ More accurate pre-routing of calls. As an example, IRS could quickly establish a
new routing pattern for callers to our September 11th Disaster Hotline and the spe-
cialists serving those with issues related to the terrorist events.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

Access to toll-free service has appeared on the Taxpayer Advocate “Most Serious Problems List”
every year since 1997, this year ranking as problem number one.  Taxpayers, citizen advocacy groups
and focus groups all cite the inability to access the toll-free system as a major problem.  The IRS’ sta-
tistic that 94 percent of taxpayers could reach the system without a busy signal fails to tell the full
story.  Many callers hang up in frustration after trying to maneuver through the toll-free menu or
after encountering significant delays waiting for a telephone assistor.  Some calls are disconnected by
system failure or by an assistor.  Callers are often unable to speak with a Customer Service
Representative (CSR) and receive a recording telling them that only automated services are available.
The message then tells the caller to hang up and call back later if they wish to speak to an assistor.
The level of service better reflects these issues.

We support the IRS strategy to schedule Customer Service Representative service to concentrate IRS
resources on the hours that the majority of telephone traffic is received, making more people available
to answer calls during peak hours.  We are encouraged that the new, enhanced telephone system
should provide improved toll-free service.  The IRS has emphasized the importance of providing
“world-class” customer service to taxpayers, and the IRS’ toll-free telephone system is a cornerstone of
its customer service operations.  However, Taxpayer Advocate offices receive thousands of calls each
month because taxpayers are unable to contact a Customer Service Representative using a toll-free
number.  A recent IRS Commissioner memorandum to Treasury Secretary O’Neill states that reach-
ing a “world class” 90 percent level of service would require additional funding of $35 million.  The
IRS goal for the level of service in fiscal year 2002, based on current funding levels, is 74 percent.

The IRS has provided alternatives to talking to a “live person.”  As part of the toll-free system, auto-
mated service on a variety of tax topics and the status of refunds is expected to be accessible 100 per-
cent of the time.  This may be a viable alternative for some taxpayers; however, there is a lack of data
to substantiate that this fulfills taxpayer needs.  Another lesser-known alternative, the Electronic Tax
Law Assistance program, allows taxpayers to submit tax law and procedural questions on the IRS’
Digital Daily Internet web site.  Over 90 percent of the taxpayers who use the Electronic Tax Law
Assistance program were satisfied with the timeliness of responses and would continue to use the pro-
gram.  The same report stated that the IRS should consider expanding the program by providing
additional resources and increased marketing.
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We concur that expanding the Electronic Tax Assistance program would offer taxpayers another
alternative for contacting the IRS.  Currently, IRS Compliance staffers are brought in to help with
the large volume of questions during filing season.  This is very costly when considering the loss of tax
revenue that results from diverting these employees from Compliance work.  A significant expansion
of this program would come at a considerable resource cost.



M U LT I P L E  D E F I N I T I O N S  O F  “ Q U A L I F Y I N G  C H I L D ”

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division 

D E F I N I T I O N  O F  P R O B L E M
The Internal Revenue Code provides uses different tests and rules to determine if a child
qualifies a taxpayer to claim Dependency Exemptions, the Earned Income Tax Credit
(EITC), Child Tax Credit, Dependent Care Credit and Head of Household filing status.
These differences confuse many taxpayers and lead to errors. 

A N A LY S I S  O F  P R O B L E M
Of a total of 7,570,150 math error notices issued in 1999, 44 percent or 3,310,330 are
attributable to five Internal Revenue Code provisions that provide basic benefits to tax-
payers with children.2 These provisions include Dependency Exemptions, Earned Income
Tax Credit, Child Tax Credit, Dependent Care Credit, and Head of Household filing
status. Three provisions — Dependency Exemptions, Child Tax Credit, and Earned
Income Tax Credit — account for 40 percent of all 1999 math errors.

Taxpayers who attempt to make use of these provisions must apply different definitions to
the same child to determine if that child qualifies the taxpayer for each benefit. For exam-
ple, the “age test” for the Child Tax Credit means a child under 17 years old; the age limit
for the Dependency Exemption and Earned Income Tax Credit is under 19, or under 24 if
a full-time student; and the age limit for the Dependent Care Credit is under 13. 

Besides the age rules, a relationship test, a residency test, a support test, and a gross
income test may apply to determine if a child qualifies a taxpayer to claim a particular
benefit. The tests and the rules for them differ, depending on the benefit claimed. These
distinctions cause taxpayer errors.

I R S  C O M M E N T S
The IRS agrees that the different tests and rules for determining if a child qualifies a tax-
payer to claim Dependency Exemptions, Earned Income Tax Credit, Child Tax Credit,
Dependent Care Credit and Head of Household filing status are confusing and can
potentially cause errors for taxpayers claiming these tax benefits. These tests, however,
reflect the complexity of the law and simplification of the tests and rules without legisla-
tive changes is problematic. Within the current legal parameters, the IRS is focusing on:

◆ training of employees

◆ measuring performance

F Y  2 0 0 1  A N N U A L  R E P O R T   ◆ TA X P AY E R ADVOCATE S E R V I C E 11

M O S T S E R I O U S P R O B L E M S  F A C I N G  TA X P AY E R S P R O B L E M S

PROBLEM
T O P I C  # 2

2 Tax year 1999 data, Compliance Research Information System (CRIS), Model IFM 2001.



MOST SERIOUS PROBLEMS ENCOUNTERED BY TA X P AY E R S

S E C T I O N

ONE
12

P
R

O
B

L
E

M
S

◆ ensuring that our instructions to the public are clear.

I R S  I N I T I AT I V E S  T O  R E S O LV E  T H E  P R O B L E M
Training on this issue is increasing for employees at the Taxpayer Assistance Centers, for
tax specialists and for volunteers helping with basic tax preparation. Employees at the
Taxpayer Assistance Centers will receive an additional 12 hours of training on this issue
and other tax law areas prior to January 2002. The issues are a critical part of the annual
training of Tax Specialists and the training of volunteers on this subject is an essential part
of the classroom and materials training that they receive.

In FY 2001, the IRS began measuring tax law accuracy within topic areas, including
Earned Income Tax Credit, the Child Tax Credit, Dependency Exemptions, and filing sta-
tus. IRS will analyze this data and then target the best method to allocate training
resources in the future.

Forms, instructions, and publications are being revised to ensure that they are as clear as
possible. There are ongoing surveys and focus groups used in this area to try to clarify
these complex issues. Results are then used to improve the next version of the forms,
instructions and educational materials.

Commercial-off-the-shelf (COTS) products that include instructions on “qualifying child”
have greatly improved. These products, which explain the “qualifying child” to tax prepar-
ers and taxpayers, also gather data that analyze the returns for their acceptance level into
the IRS system. The low error rate indicates that these products are of high quality and
clearly explain potential credits and obligations. Nonetheless, improvements to these
products are made each year to ensure that these products meet the legislative require-
ments enacted as well as to enhance a continued user-friendly software for the public.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

When rules are so complex that they cause a high percentage of math errors for taxpayers trying to
claim basic benefits, the need for change is clear. The Taxpayer Advocate Service’s concern about the
differing definitions of a qualifying child is a major theme of the FY2001 report.

The deduction for Exemptions, a benefit area affected by the Internal Revenue Code provisions for a
qualifying child, ranks third on this year’s list of “most litigated” issues elsewhere in this report. We
agree with IRS Operations that legislative action is needed to simplify the tests and rules. The
National Taxpayer Advocate proposes changes that would produce a more uniform definition of a
qualifying child in the “Legislative Recommendations” section of the report.

We appreciate the IRS’ efforts to ensure that publications, tax forms, and instructions, including
those contained in commercial products, are clearly written.  It is also clear from focus group inter-
views that many taxpayers find tax preparation software to be a great help in sorting through com-
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plex issues. We are concerned that the low-income taxpayers who could benefit from commercial prod-
ucts may not be aware of them, may be unable to afford them, or may not be able to use them, partic-
ularly if a computer is needed.

We support the initiative to provide additional training for employees. We are uncertain if the
amount of time planned for training is adequate for staff to learn the nuances of the qualifying child
provisions. Congressional action to simplify the definition of a qualifying child would greatly simplify
filing tax returns for millions of taxpayers.
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D E T E R M I N I N G  E A R N E D  I N C O M E  TA X  C R E D I T  ( E I T C )  E L I G I B I L I T Y

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple – Commissioner, Wage & Investment Division
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Taxpayers have a difficult time determining if they are eligible for the EITC. 

A N A LY S I S  O F  P R O B L E M
EITC Publication 596, Earned Income Credit, contains 15 qualification rules and is more
than 50 pages long. Chapter Two, which spells out the rules for a qualifying child, covers
seven pages and is very complex for some taxpayers. The EITC instructions for Form 1040
are also seven pages long. The EITC section of Publication 17, Your Federal Income Tax
for Individuals, takes up 14 pages.

Since EITC forms were redesigned for the 1999 tax year, math errors have dropped by 28
percent. Even with such a significant improvement, 1,471,611 taxpayers, or eight percent
of all EITC claimants, either had their credit recomputed or were denied EITC for tax
year 1999.3

I R S  C O M M E N T S
EITC can be a complicated issue that leads to errors on returns. The goal of the IRS is to
clarify EITC as much as possible for the taxpayer through a multi-pronged approach of:

◆ training of employees and volunteers

◆ outreach to and education of practitioners and EITC eligible taxpayers; and

◆ ongoing improvements to our printed materials on EITC. 

There is another issue that is of concern for IRS. Practitioners repeatedly report that many
taxpayers are aware of the tax law and many of the rules about EITC. With this informa-
tion, they know how to answer the questions so as to qualify for the credit while working
with the tax preparer even if they do not qualify. However, some of these claims are
deleted during processing.

The complexities of the EITC may be reduced in 2002 due to several law changes that are
designed to simplify the EITC. Those changes include:

◆ The definition of earned income for EITC will change and non-taxable earned
income will no longer be part of the eligibility calculation for EITC. Examples of
non-taxable earned income include military housing allowances and parsonage

PROBLEM
T O P I C  # 3

3 Tax year 1999 data, Compliance Research Information System (CRIS), Model IFM 2000.
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allowances.

◆ EITC will not require the additional calculation of “modified” adjusted gross
income (AGI).

◆ The tiebreaker rule will be changed to allow parents, living with relatives who have
a higher AGI, to claim their children for EITC.

◆ To claim EITC, the residency requirements will be the same for all children,
including foster children.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
Training of employees and volunteers

◆ EITC is included as part of approximately 12 hours of training that employees will
receive prior to January 2002. Employees are being trained to assist taxpayers with
EITC questions by using Publication 596, Earned Income Credit, and to show the
taxpayer the exact location in the publication where the answer is found. By refer-
encing the publication, both the employee and the taxpayer will have confidence
that the answer provided is correct.

◆ IRS provides training for those participating in volunteer programs. In these pro-
grams, volunteers help prepare basic tax returns for taxpayers with special needs,
including persons with disabilities, those with a low income, non-English speaking
persons and elderly taxpayers since many of those assisted by these volunteers are eli-
gible to claim the EITC. EITC rules are an important part of a volunteer’s training. 

◆ Training consists of classroom instruction, supplemented by reference materials
that the employees will use at their desks. These materials are developed by the IRS
and contain the latest income tax law. Each of the credits, including EITC, is
taught in separate lessons. This gives proper attention to the complexities of the
credits. Each lesson contains specific examples of EITC scenarios.

Outreach to and education of practitioners and EITC eligible taxpayers

◆ IRS identified a small percentage (.3 percent) of EITC paid preparers in Tax Year
2000 who were responsible for a disproportionate number of EITC returns con-
taining errors. IRS strategy includes one-on-one visits to these preparers to share
with them their individual count for each type of error. The main educational
focus is to discuss the appropriate application of tax law and thus work towards
reducing the number of errors. 

◆ Information is provided to taxpayers about qualifying for the credit, common errors
and where they may have their returns prepared for free and electronically filed. In
2001, over 194,000 taxpayers were assisted with EITC through outreach efforts. 



◆ IRS field personnel attend conferences and trade shows around the country to
promote awareness of the EITC to eligible taxpayers and answer questions. 

Ongoing improvements to our printed materials on EITC 

◆ IRS continues to monitor the error rates in EITC returns to determine if
redesigned forms and instructions implemented in tax year 1999 continue to have
a positive impact. Error rates continued to decline from tax year 1999 to tax year
2000. The percentage of EITC errors was 7.37 percent in tax year 1999 and 6.42
percent in tax year 2000. 

◆ IRS provides tax practitioners with several printed products containing the
eligibility rules, foster child definition and information on “non-work” SSNs. The
IRS provides a toolkit to practitioners that contains information on eligibility
rules, what is needed to complete an EITC return, information about identification
numbers, due diligence and information products that can be ordered.

I N F O R M AT I O N  T E C H N O L O G Y  I M P A C T
Small Business/Self Employed Division has requested the inclusion of a report
mechanism within the Dependent Database Application to record counts of probable
error by preparer ID number. Access to this system during the filing season would provide
the opportunity to meet more quickly, possibly during the filing season, with preparers
and ask them to address the errors at issue. We are currently working to establish a time
frame for testing this mechanism.

A request has also been made to match problem returns identified during the filing season
against the list of preparers previously identified and give those returns priority in the
service center exam selection process. 

If the paid preparers continue to be responsible for significant numbers of problem
returns after the visit, a focused program to deal with the potentially intentional
non-compliance may result in taxpayers using more knowledgeable preparers.

Additionally, the Electronic Filing System (ELF) and the Participants Acceptance Test
System (PATS) perform a significant amount of validation and consistency checks. These
systems check the main 1040/1040A return, Schedule EIC, Form 2441, Form 8812 and
other forms/schedules to determine if a taxpayer’s “child” qualifies him for these different
tax credits.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

The significant decline in math errors since EITC forms were redesigned demonstrates the positive
steps IRS has taken to help taxpayers determine if they qualify to claim the EITC. The law changes
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taking effect in 2002 should further reduce errors in determining EITC eligibility. Training of employ-
ees and volunteers, outreach to practitioners and taxpayers eligible for EITC and improvements to
printed materials on EITC should all bring continued progress.

Despite these improvements, we are concerned that it will still be very difficult for some taxpayers to
determine their entitlement to the credit. The complexity of the tax code, lack of access to free tax assis-
tance, accessibility and affordability of professional tax assistance, literacy limitations, language bar-
riers, and even fear of contacting the IRS are some of the reasons some taxpayers still have problems
determining their eligibility.
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A N S W E R S  T O  Q U E S T I O N S  O N  C U S T O M E R  S E R V I C E  T O L L - F R E E  L I N E S

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division 

D E F I N I T I O N  O F  P R O B L E M
When a taxpayer succeeds in reaching the IRS through toll-free lines to ask a technical or
procedural question, he or she may be given inaccurate information or receive differing
answers to the same question. 

A N A LY S I S  O F  P R O B L E M
Taxpayers who call the toll-free number with technical or procedural questions feel they
do not always receive accurate answers. They may call back and repeat the same query
several times to see if they get the same reply. Data from fiscal year 2001 indicates that
IRS employees gave the correct answers about tax law 75 percent of the time. For ques-
tions about individual taxpayer accounts, the figure was lower, at 69 percent.4

I R S  C O M M E N T S
Providing accurate responses to Toll-Free customer questions on tax law and account
inquiries continues to be a high priority for the service. The IRS has very exacting criteria
for both tax law and accounts related telephone calls. While the answer to the taxpayer
may be correct, if an assistor fails to meet even one of the criterion, the call fails the
quality test. IRS continues to be committed to providing the public with the best service
possible and to achieve this goal, it will provide its employees with the tools and training
so that they may meet all the quality criteria.

With nearly 108 million phone calls a year, IRS improved its quality indicators in the
2001 Filing Season with an increase from 72.6 percent to 75 percent in tax law quality and
an increase from 60 percent to 69 percent in accounts quality.5

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS is continuing to refine employees’ research tools to make them more accessible and
easier to use. Improvements are being made to the IRS’ electronic research capabilities.
Currently, Customer Service Representatives (CSRs) have access to the Integrated Data
Retrieval System to research taxpayer’s accounts and a variety of electronic research tools
with information on tax law, regulations, court cases, IRS locations, and procedures. 
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T O P I C  # 4

4 Weighted Quality Reports, Quality Review Database (QRDb).
5 Id.
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TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

We applaud the IRS’ success in increasing the accuracy rates for tax law questions and taxpayer
account inquiries for the FY 2001 filing season. The continued effort to improve the Customer Service
Representatives’ ability to research accounts, procedures and tax law is also encouraging. 

However, we recognize that the IRS faces a challenging task in providing accurate tax information,
ranging from simple account inquiries to highly complex questions about tax law. Assistors must be
trained in very broad areas of tax law in order to handle the full range of possible issues that they
may encounter. Calls to the IRS average almost 11 minutes in length – more than three times that of
private sector calls on financial matters.6 Even tax questions that seem simple on the surface can be
much more complex. According to a recent General Accounting Office report 7, the IRS has major 
difficulties in recruiting, training, retaining and scheduling Customer Service Representatives 8 at its
Customer Call Sites. This report cites problems in hiring qualified employees, providing the proper
and timely training on complex issues, extremely high attrition rates, and coordinating employee work
hours with periods of peak demand. 

We would add that the IRS should continue to strive to find and retain the very best employees to be
assistors by considering ways of making the position more desirable. A plan to recruit, hire and
maintain a professional, year-round work force, with rewards for increasing levels of technical
expertise, is critical to solving this problem.

We also believe that this problem cannot be completely solved without addressing the complexity of the
tax law that assistors must explain and translate to the public. For example, inconsistent definitions
of a qualifying child greatly increase the complexity of determining dependent status for the purpose of
claiming the child care credit, earned income tax credit, child tax credit, and the proper filing status.
See the Key Legislative Recommendations section of this report for a discussion of this issue.

6 Memorandum dated June 26, 2001 from Charles O. Rossotti to Secretary 0’Neill regarding “Response to your
memo “A World Class Treasury Department”

7 GAO Report: January 2001, IRS Telephone Assistance, Opportunities to Improve Capital Management
8 The CSR position requires a high school diploma and a year of customer service type work experience (or a

college degree); pay at the full working level is about $32,000.
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D O C U M E N T I N G  E A R N E D  I N C O M E  TA X  C R E D I T  ( E I T C )  E L I G I B I L I T Y

I R S  R E S P O N S I B L E  O F F I C I A L  
John Dalrymple – Commissioner, Wage & Investment Division

D E F I N I T I O N  O F  P R O B L E M
The IRS standards and processing of documentation to prove Earned Income Tax Credit
eligibility create a heavy burden for the taxpayers who are least equipped to comply with
these requirements.

A N A LY S I S  O F  P R O B L E M
The standards for documentation to prove eligibility for the EITC do not reflect the reality
of what this population of mostly low-income taxpayers can readily provide. EITC notices
are intimidating and not easily understood. Taxpayers are asked for statements, lists, copies
of multiple documents such as social security cards, birth certificates, school/medical
records, and divorce decrees. This is a tremendous burden for the taxpayer.

Examiners disallow EITC based on school records that reflect the addresses of a taxpayer’s
relatives and friends. Custodial parents may provide these addresses in order for their
child to attend a particular school for purposes of busing and facilitating before-school or
after-school care. The credit may be disallowed if school records do not verify six months
residency, even when other documents substantiate proof of residency. Court documents
may be rejected because of their age. Taxpayers may mail or fax documentation more
than once because the IRS cannot locate their responses.

In addition, examiners sometimes disagree about what constitutes acceptable and
unacceptable documentation, resulting in additional requests for documentation or
disallowance of the EITC. Examiners often refuse to accept third-party affidavits to verify
a taxpayer’s residence, insisting they need cancelled checks, leases, or rent receipts to
prove the taxpayer lived with a claimed dependent child. This can cause problems in
urban environments, where rent-controlled apartments are frequently occupied by several
families or are sublet, and cash payments are common.

I R S  C O M M E N T S
The basic information requested to prove eligibility for the Earned Income Tax Credit
(EITC) has remained fairly constant for the last few years. It is essentially the same as the
documentation required to verify dependency exemptions. However, in spite of
continuous IRS efforts to educate the public, the documentation to prove EITC eligibility
is sometimes overwhelming to the taxpayer. 

PROBLEM
T O P I C  # 5
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IRS is striving to ensure that EITC is limited to the qualifying taxpayer. This is difficult to
do unless verification of the qualifying child is proven. Unless the taxpayer can verify that
he/she is eligible using sufficient documentation, the credit must be disallowed. Treasury
Inspector General for Tax Administration (TIGTA) shares this concern and recently
reported that duplicate dependent and qualifying child overclaims resulted in substantial
losses of tax revenue each year. They estimate unintentional and fraudulent EITC non-
compliance has increased to an estimated $9.3 billion a year. 

Current eligibility requirements are based in large part on the living arrangements and
familial relationships of taxpayers. School records are not the only documents that IRS
accepts to verify the residency. IRS will accept medical records and insurance records that
include the child’s name and address.

As a result of complex situations like this and others, IRS auditors need to inquire about
a taxpayer’s personal life in order to determine if the taxpayer meets the EITC eligibility
requirements.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
Despite these complexities, IRS is taking steps to reduce taxpayer burden by:

◆ Continuing to educate the public and practitioners on EITC requirements. 

◆ Revising notices and correspondence. 

◆ Making better use of quality review procedures to capture errors and then use them
to train and correct practices. 

◆ Clarifying its manuals and procedures so that taxpayers are treated equally and
asked for the same information. 

◆ Establishing toll-free lines and fax machines for taxpayers to address and forward
the required documentation. 

◆ Ensuring that examiner names and phone numbers are included in correspondence
so that taxpayers have direct contact with the examiner whom is reviewing their
documentation.

I N F O R M AT I O N  T E C H N O L O G Y  I M P A C T
IRS has developed a Dependents Database using internal and external information. This
Database is designed to identify ineligible and questionable EITC claims during processing.

21
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TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

The IRS’ planned initiative to revise EITC notices and correspondence should alleviate some of the
difficulties taxpayers experience in trying to comply with information requests. However,
Form 886-H, Explanation of Items, used to request documentation for EITC, dependent exemptions
and head of household filing status, revised in June 2001, is still a confusing and intimidating form.
It is part of a package that is several pages long and is sent to the taxpayer, whereas the taxpayer may
only need to send one or two items to the IRS to substantiate an EITC claim. This is not easily
understood because the taxpayer may become overwhelmed by the amount of material that he or she
must read to determine what to provide.

The process is often further complicated because the same form is used to substantiate dependency
exemptions and the head of household filing status. IRS states the “basic information requested to
prove eligibility for the EITC…is essentially the same as the documentation required to verify depend-
ency exemptions.” The Taxpayer Advocate Service asserts that the Form 886-H is difficult to under-
stand for the task of substantiating either dependency exemptions or the Earned Income Tax Credit. 

Low-income taxpayers usually cannot afford to take time off from work to gather the documentation
required. They often do not maintain financial records. Many have moved several times, making it
even more difficult to provide what is asked of them. Obtaining such documentation may therefore
involve long-distance telephone calls, which are beyond the financial means of many of these
taxpayers. The IRS is very interested in the address information on most of the acceptable forms of
documentation as a means of detecting fraudulent EITC claims. The fact that these taxpayers
frequently change their addresses makes it difficult for them to prove that the address is valid and that
they qualify for the EITC.

The IRS must improve its standards of acceptable documentation required for taxpayers to
substantiate EITC claims. Instructions, forms, letters and notices must be written in plain language
and available in several languages. Taxpayers should not face the burden of providing data that is
readily available to IRS employees, including information pertaining to birth records, social security
numbers, and parental names. Research techniques to obtain this information from internal sources
prior to taxpayer contact should be considered to reduce taxpayer burden.
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R E F U N D  I N Q U I R I E S

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division 

D E F I N I T I O N  O F  P R O B L E M
Taxpayers do not understand why their refunds are changed, delayed or not received.

A N A LY S I S  O F  P R O B L E M
The main reasons taxpayers contact the IRS about the status of their refunds include:

◆ A pre-refund examination of the Earned Income Tax Credit may cause the entire
refund to be held or “frozen.” 

◆ When a refund is changed, taxpayers frequently receive the adjusted refund before
receiving the notice explaining the change. Providing the explanation separately
from the refund causes confusion and generates inquiries.

◆ Taxpayers do not understand why it takes so long to trace a lost, stolen or
destroyed refund and to issue a replacement.

◆ When taxpayers file Forms 8379, Injured Spouse Claim and Allocation Forms, they
do not understand why their portion of a joint overpayment is offset to a past-due
amount owed by their spouse. Offsets of payments to tax and non-tax debts occur
before the Form 8379 is processed. Examples of non-tax debts include past due
child support and unpaid student loans. 

I R S  C O M M E N T S
The following are some examples of what happens if a refund is changed, delayed or not
received:

◆ When the IRS adjusts a taxpayer’s account, a notice is mailed to the taxpayer from
the IRS explaining why the adjustment occurred.

◆ When a taxpayer receives a refund from the IRS, the Financial Management
Service (FMS), a bureau of the Treasury Department, makes an electronic deposit
to his or her account, or mails a paper refund check to his or her home. 

◆ When the IRS adjusts a taxpayer’s refund the modified refund and notice explain-
ing the adjustment are mailed separately to the taxpayer.

Frequently, the taxpayers receive the adjusted refund prior to receipt of the notice. This
lapse in timing causes confusion and generates telephone inquires from taxpayers.

PROBLEM
T O P I C  # 6
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This issue has consistently appeared in the National Taxpayer Advocate’s Annual Report
to Congress as one of the most serious problems faced by taxpayers and IRS has taken
steps to remedy this situation.

The Philadelphia Service Center and the local Financial Management Service Regional
Financial Center worked jointly on a process to develop programming to combine the
refund check and the IRS notice into one mailing. This process became known as the
Refund/Notice Integration Project. The project involves printing two-dimensional
barcodes on each page of the notice that are later used to accurately match up with the
corresponding refund checks. Once printed, the notices are then hand carried to the
Financial Management Service where they are collated with the refund check and inserted
into one envelope. In January 2001, the project was temporarily delayed due to limited
Information Technology resources and is now scheduled for full implementation by
February 2002. Timing is especially critical; beginning in February 2002 IRS will begin to
issue Filing Season 2002 refunds.

Refund traces involve the Financial Management Service, the agency that actually issues
the check. IRS initiates the trace and the remaining process continues at Financial
Management Service. The process takes approximately four to six weeks. IRS follows up
with Financial Management Service to ensure completion and issuance of another check.

The issue of offsets for Injured Spouse claims is being studied. There are instances where
the offset is made before the Form 8379, Injured Spouse Claim and Allocation, is
processed. This is especially true when there is an electronic direct deposit and the form is
not filed with the return. Deposits usually post to taxpayers’ financial accounts by mid-
night on Thursday and the taxpayers generally receive Financial Management Service
notices of non-federal tax offsets on the following Saturday or Monday. 

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
◆ Beginning in the Spring of 2002, IRS will offer a self-service application to allow

individual taxpayers to check on the status of their income tax return posting
(fact-of-filing) and their refund via the Internet, 24 hours a day, 7 days a week. The
application has been designed to maintain a secure environment needed to protect
taxpayer Privacy Act data and tax account data. 

◆ IRS is developing a system for daily processing to FMS instead of the current
weekly process. This will reduce refund delivery by approximately 10 days.

◆ Form 8379 can now be filed electronically, which will expedite the process for
those who e-file.
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◆ IRS will continue to study two issues:

◆ How to handle offsets for injured spouses.

◆ Partial refund freezes rather than a full freeze when EITC is involved.

I N F O R M AT I O N  T E C H N O L O G Y  I M P A C T
The project to allow for daily issuance of refund checks is part of the IRS Modernization
Efforts.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

We applaud the various IRS initiatives to expedite refund processing, such as the modernization
project, which would allow refund checks to be issued daily. Full implementation of the
Notice/Refund Integration Project, providing for a notice explaining changes to a refund to be
received with the check, should lessen taxpayers’ confusion and inquiries about their refunds.  As we
go to press, there has been no final decision about whether it is feasible for the IRS to issue partial
refunds to taxpayers engaged in pre-refund audits.

Although it may be beneficial for taxpayers to file Form 8379 (Injured Spouse Allocation) electroni-
cally, we are not convinced that this will reduce offsets. Currently, Forms 8379 need to be reviewed
and verified manually before processing.

We continue to be concerned about low-income taxpayers whose refunds are delayed until Earned
Income Tax Credit Eligibility can be determined. The IRS has the difficult job of balancing the
competing interests of revenue protection and prompt service to this taxpayer population. We are
continuing to work with the Wage and Investment Operating Division to find ways to reduce undue
burdens and delays for taxpayers who are eligible for the credit, and to achieve this without
compromising the integrity of the Earned Income Tax Credit Program.
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E A R N E D  I N C O M E  TA X  C R E D I T  E X A M I N AT I O N S

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Lengthy Earned Income Tax Credit (EITC) examinations cause unreasonable delays of
refunds to low-income taxpayers.

A N A LY S I S  O F  P R O B L E M
The Examination division may take a year or longer to process an EITC case when
resources to work these cases are inadequate and sufficient documentation is not provided.

As of September 2000, Service Center Exam had opened 229,331 cases for tax year 1999
Pre-Refund EITC examination. On March 31, 2001, over 72,000 cases were still open in
Exam for these project codes.

I R S  C O M M E N T S
IRS is making improvements in all steps of the examination process to make it more
efficient. Those improvements begin with enhancements to our pre-examination or
selection stage and continue through a redesign of the process itself and provide
additional communication avenues to the taxpayer. On a parallel track, IRS is simplifying
its forms and letters to the taxpayers, improving the distribution of the workload across
the IRS and is placing increased emphasis on training.

The length of an examination depends on a number of factors: 

◆ the taxpayer’s participation in the examination process 

◆ the systems used to produce the examination reports

◆ the condensed timeframe in which the taxpayers file for their Earned Income Tax
Credit refunds. Most taxpayers who file a return claiming the Earned Income Tax
Credit file within a twelve-week time period (January through April). 

The time to examine any tax return varies from situation to situation. There are however,
some mandatory steps for both the IRS and the taxpayer. Before an examination can be
closed, the taxpayer must sign the examination closing report and agree to the adjust-
ments or send in the correct documentation to verify that the deduction or credit is
allowable. If the taxpayer does neither of the two, IRS must issue a Statutory Notice of
Deficiency, giving the taxpayer 90 days to petition Tax Court. The taxpayer also has the 

PROBLEM
T O P I C  # 7
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option of disagreeing with the examination report or the Statutory Notice and appealing
the matter. These steps are explained through various publications sent with the notices. 

The audit process can range from 30 to 210 days depending on the type of the audit and
receipt of information the taxpayer supplies. If the taxpayer does not reply to IRS notices,
the case cannot be closed or the assessment made until the taxpayer has received the
Statutory Notice of Deficiency and 90 days has expired. 

Statistics show that approximately 80 percent of the tax returns selected for correspon-
dence examination with EITC being claimed have been disallowed.

Correspondence Examination did experience problems with the computer system used to
issue examination reports during the fiscal year 2000 filing season, causing delays in gen-
erating examination reports. Those systemic problems have now been corrected.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS is working to resolve this problem both internally and externally. IRS:

◆ Is enhancing its selection process, using external and internal data. The improved
data will allow us to better determine which taxpayers are entitled to the Earned
Income Tax Credit without an audit, thereby reducing audits of EITC entitled
taxpayers and focusing on the non-entitled taxpayer. 

◆ Is simplifying Examination forms and letters used to request documentation. This
should make it easier for taxpayers to understand what is needed of them.

◆ Has established toll-free access to answer questions and the ability to fax informa-
tion in an effort to expedite these cases.

◆ Is working with the paid preparers to ensure their understanding of this complex
issue. IRS has identified a number of EITC paid preparers who prepared
Schedule C/EITC Tax Year 2000 returns. This represents .3 percent (three tenths of
one percent) of paid preparers who are involved with EITC returns and who have
a disproportionate number of errors. IRS will meet with these preparers to discuss
the errors and ways to avoid them in the future.

◆ Continues to educate and train personnel handling audits to ensure consistent
treatment. 

I N F O R M AT I O N  T E C H N O L O G Y  I M P A C T
IRS has developed a Dependents Database using internal and external information that
will be used on TY2001 returns. This Database is designed to identify ineligible and
questionable EITC claims during processing. 
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TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

Simplification of EITC forms and letters, better distribution of workload, and increased emphasis 
on training are all positive steps the IRS has taken to reduce the time needed to complete an EITC
examination.

The IRS states that the length of an examination depends in part on the “condensed” timeframe for
filing for EITC refunds; however, the twelve-week period (January 1 through April 15) during which
most taxpayers file a federal return claiming EITC is the required, standard filing period for each
calendar year. The Taxpayer Advocate Service understands that the IRS has little control over the
volume and timing of when audits of EITC are begun, because this process starts as the returns are
filed. Although we can appreciate the difficulty IRS faces in reviewing a tremendous number of EITC
returns, we are concerned about the impact on compliant taxpayers who are entitled to the credit. These
taxpayers should not be burdened by unreasonable delays in receiving their refunds, including the
Earned Income Tax Credit (EITC), because IRS resources are not allocated to review returns timely.

The IRS states that the taxpayer’s participation in the examination process is a factor in the time
needed to conclude the examination. It is true that taxpayer failure or delay in responding to
Examination’s requests for information will increase the amount of time required to finish the audit.
In past filing seasons, IRS has been backlogged in reviewing taxpayer responses that were received on
time. This year, the Operating Divisions made significant improvement in reducing the volume of
uncontrolled correspondence. However, during the press of filing season, EITC cases receive less
priority. For example, as of February 23, 2001, Service Center Examination had over 23,000 pieces
of mail that were over 30 days old and potentially contained information from taxpayers to resolve
their issues. Often the mail that Examination has not had an opportunity to review is much more than
30 days old.

We have no way of knowing how many taxpayers do not respond to the EITC examination notices
because they are afraid, overwhelmed by trying to understand or meet the documentation requirements,
or unable to afford representation. However, experience working with these taxpayers tells us that this
is the case for some. Thirty percent of requests for reconsideration of an examination assessment
received by TAS for the six-month period from October 2000 to February 2001 involved the EITC.
We suggest the IRS put up posters and leave brochures at IRS walk-in sites and tax assistance centers
to inform taxpayers of services available at low-income tax clinics.

We are concerned that the statistic “80 percent…of correspondence examinations with EITC being
claimed have been disallowed” can be misleading to those unfamiliar with the way it is computed. The
IRS’ inventory system reflects a “change” rate. This 80 percent figure includes all adjustments to EITC
during pre-refund audit/initial processing, whether the EITC amount is increased, decreased or fully
disallowed. Furthermore, this percentage is not adjusted for audit reconsideration cases, where EITC is
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later allowed (after an initial Examination disallowance). For the 1997 tax year, 18,400 taxpayers
requested audit reconsideration on tax returns where EITC was disallowed. The average refund was
$2121; the IRS refunded a total of $39 million to these taxpayers.9

We fully understand the challenge of reviewing the growing volume of EITC returns and applaud the
improvements the IRS has made. At the same time, we believe further action is needed to ease the 
burden on low-income taxpayers who are entitled to receive the credit, may need the funds to pay basic
living expenses, and are unable to cope with a complex, sometimes intimidating process.

9 Tax year 1997 data, Compliance Research Information System (CRIS), Model IFM 2001.
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U N D E R S TA N D I N G  E S T I M AT E D  TA X  P AY M E N T S

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple – Commissioner, Wage & Investment Division
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Taxpayers do not know about the requirements for or understand how to compute
estimated tax payments.

A N A LY S I S  O F  P R O B L E M
Estimated taxes are difficult to compute because taxpayers may not know in advance the
amount of their final tax liability. Despite their best efforts to comply with the law, they
may incur estimated tax penalties. 

Taxpayers must make estimated payments based on their projected annual income.
However, estimating income can be difficult for the self-employed, who are subject to
seasonal and economic fluctuations. Although the threshold for estimated tax penalty has
increased from $500 to $1,000, it is still very low.

Individuals may become liable for estimated payments for many reasons, such as a change
in the amount of withholding credits, a new business, a change in the number of eligible
dependents or a substantial increase in wages. Should these factors come into play in the
middle of a tax year, taxpayers may not realize the impact on their taxes until they or
their tax professionals are preparing returns. If a taxpayer is unaware of the estimated tax
payment requirement, it is too late to comply once the return is filed. The current excep-
tions to the requirement do not cover these circumstances.

Taxpayers have the option of computing their own estimated tax penalty or having the IRS
compute it for them. If the IRS computes the penalty, it is not assessed if the amount falls
below a certain tolerance level. If a taxpayer computes the estimated tax penalty on his or
her own return by attaching Form 2210, Underpayment of Estimated Tax by Individuals,
Estates and Trusts, the IRS assesses the penalty even if it is less than the tolerance level.

I R S  C O M M E N T S
Two issues have been raised. The first involves the difficulty in computing estimated tax
payments. Most taxpayers are wage earners and have income taxes and social security
taxes withheld from their paychecks on a regular basis and do not face the issue of
estimated tax payments. The Estimated Tax (ES) system supports the “pay-as-you-go”

PROBLEM
T O P I C  # 8
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concept by requiring quarterly deposits from taxpayers who are self-employed and/or have
earnings from such sources as interest, dividends, rent, alimony, and unemployment. The
IRS only imposes an Estimated Tax penalty on taxpayers who do not have enough
withholding or pay enough estimated taxes throughout the year or did not make the
payments on time. IRS has published guidance and instructional material dealing with the
rules for estimated tax payments for quite some time. Generally, taxpayers are not liable
for Estimated Tax penalties if either: (1) their current year’s tax liability minus their
withholding is less than $1,000, or (2) their withholding covered at least 90 percent of
their current year’s tax liability or 100 percent of the prior year’s tax liability. The
exceptions for not asserting the penalty are set out in the Code and cannot be changed
without legislation. 

The second issue concerns different treatment when the taxpayer computes a penalty and
when IRS computes the penalty. Taxpayers have the option of letting the IRS compute their
ES penalty or computing their own penalty, and Form 2210 provides such instructions.
When IRS computes the penalty, it uses a tolerance level before asserting the penalty. This
issue has been raised earlier and the IRS is developing a legislative remedy for this issue.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
◆ IRS has recommended to the Treasury Department that the threshold for asserting

the penalty for estimated tax payments be raised from $1,000 to $2,000.

◆ In FY 2002, IRS will redesign the Form 2210 to reduce the computation
complexities and to improve clarity. Although paid preparers complete 92 percent
of the Forms 2210 filed, IRS will explore ways to simplify the process.

◆ Estimated Tax payments guidance has been included in the many workshops held
with the small business community.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

The burden of estimated tax payment (ES) and penalty calculations continues to be a tremendous prob-
lem for taxpayers. Although IRS states that “most taxpayers are wage earners…and do not face the
issue of estimated tax payments,” in 1998 approximately 1.84 million taxpayers filed a Form 1040
with a completed Form 2210.10 While this may be a small percentage of the total number of tax returns
filed, the issue affects almost two million people.

We are extremely pleased to see IRS’ planned initiative to reduce the computation complexities and
improve clarity of this form. We have concerns about raising the threshold to $2000 because such a
threshold may encourage a year-end tax liability that some taxpayers cannot pay in a lump sum. Thus,
they may end up in debt to the IRS and incur additional penalties and interest.

10 Treasury Inspector General For Tax Administration, September 2001. This estimate does not include the 
number of Forms 2210 completed for taxpayers by the IRS
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We believe that a better approach would be to index the estimated tax penalty to inflation and to
adjust the threshold amounts in easily remembered $100 increments.
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E X P L A N AT I O N S  O N  M AT H  E R R O R  N O T I C E S

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple – Commissioner, Wage & Investment Division
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Math error notices do not contain the clear explanations that would enable taxpayers to
understand changes in the returns they filed.

A N A LY S I S  O F  P R O B L E M
Math error notices are vague and do not clearly explain changes in returns. Taxpayers who
call the IRS to ask for a better explanation may receive incomplete or incorrect answers
from the toll-free sites. Filing season 2001 data indicates that IRS employees gave correct
information about account-related issues 69 percent of the time.11

I R S  C O M M E N T S
IRS processes approximately 124 million Form 1040 series tax returns each year. An
average of 25 percent of these tax returns contains errors that are corrected by the IRS.
Errors are assigned an “error condition” code to alert tax examiners of an issue to be
resolved. There are approximately 225 categories of error conditions. After being
corrected, the tax return is given a Taxpayer Notice Code (TPNC) describing the error.
This becomes part of the computer-generated notice that is sent to the taxpayer to explain
the error condition and changes made as a result of the error. The IRS uses approximately
300 pre-worded taxpayer notices that are designed to communicate information
concerning the error as accurately as possible.

IRS has shown significant improvement in quality of its accounts-related telephone calls
going from 60 percent in the 2000 Filing Season to 69 percent in the 2001 Filing Season. 

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
The IRS recognizes that clarity of notices is an integral part of providing quality service to
its customers. During the 2002 Filing Season, the IRS is planning significant improve-
ments to the review of outgoing individual and business math error notices. The selection
process for reviewing notices will target those notices that have the greatest impact to
taxpayers. Work has been initiated this year to review all the taxpayer notice codes for
language content and clarity so that a “plain language” approach to developing notices
can be implemented. This approach teaches writers how to script notices in a way that is

PROBLEM
T O P I C  # 9

11 Weighted Quality Reports, Quality Review Database (QRDb).
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less technical. Through continued taxpayer testing, focus groups, and ongoing revisions,
the IRS will work to improve the clarity of all IRS notices. 

Additionally, other review programs at the service centers will be enhanced so that a more
comprehensive review of Business Master File (BMF) math error conditions can be
obtained prior to the issuance of the notice. To date, the IRS has successfully redesigned
over thirty (30) notices, most of which are specifically math error notices. 

The IRS will continue to promote Electronic Federal Tax Payment System (EFTPS) to
business taxpayers and reinforce the message that using EFTPS results in dramatic
decreases in the number of math errors that generate issuance of many math error notices.

Finally, the IRS has commissioned a multi-functional Notice Modernization Team under
the direction of an executive to formulate an overall notice design and development
strategy that correlates the taxpayer needs and the needs of the new IRS customer focused
business divisions. Their recommendations regarding future strategy and structure
essentially form the master plan relating to our entire notice process, not only the math
error notices.

I N F O R M AT I O N  T E C H N O L O G Y  I M P A C T
Any change to the notice process will rely heavily on the ability of Information
Technology Services to make timely programming changes and to deliver new systems.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

We appreciate the IRS’ initiative to review all taxpayer notice codes for language content and clarity
to implement a “plain language” approach to developing notices. We also commend IRS on its initia-
tives to improve the review of outgoing individual and business math error notices, and on its
enhancements to other review programs at the service centers. Information gathered from these reviews
can provide meaningful information for improving math error explanations.

However, we remain concerned that the IRS has not yet placed enough emphasis on the process and
has made little progress on improving the system. Too many taxpayers still have to call or send writ-
ten requests because they cannot use the IRS’ math error explanations to identify mistakes on their
returns. The IRS recently won an award for the clarity of some of its redesigned notices. We encourage
the IRS to apply this kind of effort to the problem of math error notices, which lead a considerable
number of taxpayers to contact the IRS for assistance. 
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P R O C E S S I N G  C L A I M S  F O R  R E F U N D S

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division

D E F I N I T I O N  O F  P R O B L E M
The IRS timeframe for processing claims for refunds and amended returns is too long.

A N A LY S I S  O F  P R O B L E M
The IRS normally needs eight to 12 weeks to process claims for refunds and/or amended
returns but in some instances processing takes even longer. Both the standard and actual
processing times are unreasonable, especially for taxpayers who are experiencing financial
hardship and need their refunds immediately.

I R S  C O M M E N T S
IRS has changed its criteria for processing claims and amended returns as of June 2001.
The change will allow an additional 23 percent (700,000) of the claims filed to be fully
processed and a refund issued after standard rather than comprehensive review.
Processing of claims and amended returns will continue to vary based on the complexity
of the issues and returns. They are received in Submission Processing Centers and are
sorted by technical complexity. Those that are more complex will require some contact
with the taxpayer and will take longer to process.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

Currently, there is no mechanism for tracking the time it takes to process amended returns for either
individual or business taxpayers. The processing time varies based upon the complexity of the returns
and the time of the year they are filed. 

This causes hardship to many taxpayers who have an immediate need for their refunds. Based on
Taxpayer Advocate Management Information System (TAMIS) data (Appendix A), delays in
processing claims for refund ranked second highest among the issues that generated taxpayer contacts
to TAS during FY 2000 and FY 2001

IRS comments indicate that the criterion for processing claims and amended returns has changed as
of June 2001. Sorting claims by technical complexity should improve the processing time. It is too
early to notice any significant progress in this area. 

PROBLEM
T O P I C  # 1 0
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R E C E R T I F I C AT I O N  F O R  E A R N E D  I N C O M E  TA X  C R E D I T  ( E I T C )

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple – Commissioner, Wage & Investment Division
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Recertification requirements for claiming the EITC in year(s) subsequent to denial of the
credit are unclear and burdensome to taxpayers.

A N A LY S I S  O F  P R O B L E M
When the IRS makes changes to an EITC claim, the IRS sends a letter explaining those
changes. Taxpayers do not receive Form 8862, Information to Claim Earned Income
Credit After Disallowance, from the IRS with that letter. The letter states only that taxpay-
ers “can get Form 8862 at most locations where tax forms are available.”

Because of the time lapse between having the EITC disallowed in one year and filing the
subsequent year’s return claiming it again, taxpayers forget the requirement to recertify.
Some do not attach Form 8862 because they are not claiming the same child disallowed
previously or because EITC was previously disallowed for a dependent and the taxpayer is
now claiming income-only EITC (no children).

The requirement that taxpayers be asked to submit documentation in addition to com-
pleting Form 8862 is not clear. A taxpayer may believe that filing Form 8862 means he or
she will receive the EITC. In actuality, when the return is processed it is systemically for-
warded to Exam and the refund is frozen.

The year requiring recertification is also easily misunderstood. If the EITC issue is still
open in Exam, Form 8862 is not required the following year. For example, a taxpayer’s
1999 return is selected for EITC examination. On April 15, 2001, the taxpayer files a tax
year 2000 return and includes Form 8862. However, the statutory period for assessment is
still open on the 1999 return, so the Form 8862 is not required with the 2000 return.

When the recertification indicator is not removed from a taxpayer’s account, subsequent
refunds may be held in error.

Returns filed without the required Form 8862 have similar error rates whether filed elec-
tronically or on paper.

PROBLEM
T O P I C  # 1 1
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◆ Data for tax year 199912 indicates returns missing form 8862, accounted for 74,543
or one percent of e-file errors. 

◆ Paper returns where Form 8862 is not attached as required are classified
“unpostable” and the taxpayer subsequently receives a math error notice. A 1999
Math Error Analysis indicates approximately 61,000 paper returns or approximately
one percent were missing Form 8862.13

I R S  C O M M E N T S
IRS continues to work to improve this complex process. IRS is reviewing recent sugges-
tions by the National Taxpayer Advocate regarding recertification to identify adjustments
that can be made in this process. Some of the suggestions that require extensive program-
ming changes will be implemented in the 2003 Filing Season.

IRS has considered the issue of including Form 8862, with its closing letter and has
decided not to include it, since the taxpayer would need to keep the form until the
subsequent year’s return is filed. Our experience has been that taxpayers are likely to be
confused as to whether to attach the Form 8862 for the year already disallowed (in
essence filing a claim) or with the next year’s return. In one site, tax examiners were
including Form 8862 with the closing letter. As a result, taxpayers were completing and
returning the loose form prior to the subsequent tax years filing causing confusion for
both the IRS and the taxpayer. 

The closing letter does inform the taxpayer that they can get the form from the IRS
Website or if they file electronically, they will be able to send Form 8862 electronically. 

Taxpayers are not required to recertify until after EITC has been disallowed. If an
examination is not completed prior to the time of the subsequent year’s filing, there is no
basis on which to place a recertification indicator on a taxpayer’s account. Therefore, the
subsequent year’s module is flagged for review by examination. If the taxpayer continues
to claim EITC on a subsequent year return, an examination will be started on the newly
filed return. If the prior year’s audit is completed before the subsequent year’s filing, the
flag is removed from the subsequent year’s module to allow the recertification indicator
to direct the subsequent year’s case. 

12 ELF1545 report dated 4/18/2000.
13 Tax year 1999, Compliance Research Information System (CRIS), Model IFM 2001.
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I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS has made adjustments to this process: 

Education and Outreach

◆ IRS has instituted Tax Clinics for taxpayers and preparers, targeting the population
likely to claim EITC. In these Tax Clinics, instruction is provided on the qualifica-
tions for EITC and the requirements for recertification.

◆ IRS identified a small percentage (.3 percent) of EITC paid preparers in Tax Year
2000 who were responsible for a disproportionate number of EITC returns con-
taining errors. While no information on the Recertification problem was used in
identifying these paid preparers, it will be one of the issues for the EITC Preparer
Visitation Program. The IRS strategy is one of education and includes one-on-one
visits to these preparers to share with them their individual count for each type of
error. The main education focus is to discuss the appropriate application of tax law
and thus work towards reducing the number of errors. Specifically, IRS will discuss:

◆ Reminding tax practitioners to determine the need for Form 8862 when preparing
returns.

◆ Failure to carefully determine a taxpayer’s eligibility for EITC, and its subsequent
disallowance, results in burden and possible disallowance of EITC when the
taxpayer is eligible. 

◆ Failure to advise or support taxpayers who are entitled to EITC during the audit
process results in significant burden on the taxpayers and potential future
disallowance of EITC. 

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S
The fact that over 137,000 taxpayers neglected to send the required EITC recertification form with
their 1999 return is noteworthy. Since taxpayers forget about the requirement, developing a notice to
remind them to send Form 8862 may help taxpayers file the form at the proper time. If the taxpayer
completes and returns the recertification form before it is required, the IRS could send a notice stating
it is premature and reminding the taxpayer to file with the next return. 

We applaud IRS’ inclusion of requirements for EITC recertification in the EITC educational tax
clinics. The one-on-one visits to selected preparers should also improve their understanding of recertifi-
cation. We look forward to receiving information on which of our suggestions regarding recertification
will be implemented in the 2003 filing season, so that we may monitor IRS Information Technology
Services’ progress on the implementation.
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C O M P U T I N G  I N C O M E  TA X  U S I N G  S C H E D U L E  D  ( C A P I TA L  G A I N S  A N D  L O S S E S )

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division 

D E F I N I T I O N  O F  P R O B L E M
Taxpayers have difficulty computing the tax on capital gains using the Schedule D form.

A N A LY S I S  O F  P R O B L E M
Taxpayers need to determine if they are required to file Schedule D by reviewing the instruc-
tions for Line 13 of Form 1040, as some capital gain distributions do not have to be report-
ed on Schedule D. If the entire capital gain consists of capital gain distributions, the taxpay-
er completes a 15-line capital gain worksheet. Taxpayers with net capital gains must review
the seven pages of Schedule D instructions to compute their tax liability on a 36-line form.
This involves a complicated series of math calculations. Two of the ten most common errors
on Forms 1040 filed for 1999 are related to the capital gain tax computation.

I R S  C O M M E N T S
The IRS understands that this is an extremely complex and difficult computation. Several
tests are performed to test Schedule D each year to ensure all current legislation has been
incorporated into the product. However, until the underlying complex tax law is revised,
taxpayers will continue to have problems computing capital gains. IRS is simplifying the
Schedule D to the maximum extent possible.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
A new shortened Schedule D will be in effect for tax year 2001. IRS enlisted an
independent contractor to conduct a series of focus groups and cognitive interviews with
taxpayers. The sessions were to gather reactions to a 40-line version of the Schedule D,
solicit taxpayer preferences for the 40-line form versus the current 56-line form, and test a
worksheet developed to accompany the revised 40-line schedule. As a result of these
studies, it was determined that the 40-line form was suitable for the majority of taxpayers
completing Schedule D. In tax year 2001, IRS will monitor error rates to assess the impact
of the revised Schedule D and worksheet.

To improve this ability to accurately answer commonly asked but complex tax law ques-
tions, IRS Field Assistance employees received specialized training in 2001. The training
was targeted to issues most commonly encountered in Taxpayer Assistance Centers such
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as capital gains computations. The IRS will continue to refer questions regarding Schedule
D and Capital Gains and Losses to employees who have been trained in these specialized
subject areas. 

IRS continues to work with vendors to develop high quality commercial-of-the-shelf
(COTS) products that automatically generate the Schedule D capital gains computation.
All commercial off-the-shelf products are tested to ensure all legislative requirements have
been updated.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

Schedule D (Capital Gains and Losses) impacts many middle-income to high-income taxpayers as
well as elderly and retired taxpayers who have capital gains or losses. Tax year 1999 filing data
indicates that taxpayers filed approximately 27.3 million Schedule D returns. Some taxpayers may
have only a relatively small investment income, but are still required to work through the complicated
form. Many taxpayers cite the current method of computing capital gains and losses as a major
source of complexity in their returns.

IRS has recognized that the Schedule D form is unduly complex and is pursuing ways of resolving the
problem. We also agree that the law is complicated and will be difficult to simplify without legislative
changes. We support the IRS’ use of focus groups and taxpayer interviews to test the revisions aimed
at simplifying Schedule D. Results from the IRS study capturing error rates will help determine if
further revisions to the form are needed.
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A WA R E N E S S  A N D  U N D E R S TA N D I N G  O F  F E D E R A L  TA X  D E P O S I T  R E Q U I R E M E N T S

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple – Commissioner, Wage & Investment Division
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Taxpayers do not know about or understand the requirements for making federal tax
deposits.

A N A LY S I S  O F  P R O B L E M
Taxpayers required to make federal tax deposits must meet all related requirements under
IRC § 6656. In other words, deposits must be made on time, in full and in the correct
manner to avoid a penalty for failure to deposit. A taxpayer may deposit the right amount
of tax on time and still be subject to the penalty for not paying through the correct
depository. 

In addition, the required date or method of deposit changes as a taxpayer’s business grows
and the payroll rises. Even though the taxpayer deposits his or her tax the same way as
before, a penalty is assessed.

I R S  C O M M E N T S
IRS has been aggressive in educating taxpayers and has devoted significant resources in
developing educational tools and providing direct assistance to taxpayers concerning tax
deposit requirements.

IRS has also extended the penalty relief granted by RRA ‘98 Section 3304 (b), by provid-
ing a waiver of the Federal Tax Deposit penalty for the entire tax quarter following a
change in deposit frequency (issuance of the CP-136 or CP137 notices). Rather than
assessing the Federal Tax Deposit penalty, the IRS now issues an information notice
(CP-235) telling the taxpayer that they are not following the deposit requirements for the
current year, but that the penalty was excused for that tax period.

I R S  I N I T I AT I V E S
Over the last two years IRS has:

◆ Distributed copies of the Small Business Resource Guide CD-ROM that contains
the entire life-cycle reference guide for small businesses, including federal tax
deposits to practitioners and taxpayers.

PROBLEM
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◆ Distributed additional copies through the Small Business Administration’s Small
Business Development Centers, Business Information Centers and Service Corps
of Retired Executive (SCORE) locations. 

◆ Produced and distributed the “ABC’s of FTDs” video explaining the federal tax
deposit rules.

◆ Sent revised notices to all taxpayers informing them of their federal tax deposit
requirement for the 2001 tax year, even if there is no change in their deposit
requirement. Previously, IRS only notified taxpayers if their requirements changed.
The new notices (CP-136 & CP137-137A-137B) sent to taxpayers informing them
that their deposit requirements for the upcoming tax year now include an explana-
tion (a condensed version of the information in Publications 15 & 51) of the
requirement rules.

◆ Implemented the change in the de minimis tax amount due with employment tax
returns. For tax periods beginning on or after January 1, 2001, if the total tax due
for a tax period is less than $2,500, a taxpayer is allowed to pay that amount by the
return due date, without being penalized.

◆ Delivered educational products through a variety of outreach channels such as
workshops, seminars, conferences, trade shows, and through the IRS Small
Business Self Employed Community Web Site.

◆ Concluded its Mentor and Monitoring Pilot and has awarded a contract to survey
the 13,200 participants to see if the effort was beneficial to the small business taxpay-
ers. The pilot focused on assisting new businesses with FTD rules and procedures.
Based on the survey results, IRS will determine if it should expand the program.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S
In spite of the IRS’ extensive outreach, business taxpayers struggle to comply with Federal Tax
Deposit requirements. The resulting Failure to Deposit penalties create a significant burden on self-
employed and small business taxpayers. A primary source of confusion for the business owner is the
fact that as the business grows, the deposit requirements change. A change in the business’ employment
tax liability may require a new deposit date as well as a change in the method of deposit. The incon-
sistent procedures, required deposit dates and required deposit methods promote unintended non-com-
pliance and result in large penalties for business owners.

We support the Electronic Federal Tax Payment System (EFTPS) enhancements under consideration,
which would provide on-line notification when deposit requirements change. We are eager to see the
survey results on the “Mentor and Monitoring” pilot conducted by IRS to assist new businesses with
Federal Tax Deposit requirements and procedures. However, until the requirements are simplified and
rules do not change as often as they do now, Federal Tax Deposits will continue to be a problem.
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O B TA I N I N G  E M P L O Y E R  I D E N T I F I C AT I O N  N U M B E R S  ( E I N S )

I R S  R E S P O N S I B L E  O F F I C I A L
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Taxpayers are unable to obtain EINs within the specified timeframes, hindering their abili-
ty to file federal and state returns, set up bank accounts or conduct other business.

A N A LY S I S  O F  P R O B L E M
Every year more than three million taxpayers need Employer Identification Numbers.
Though taxpayers are promised same-day service if they call in for an EIN, telephone
coverage at IRS facilities is inconsistent. Some sites answer their phones three days a
week. Others limit coverage to four hours a day. Faxed requests for EINs are to be
processed within four days, but some taxpayers have waited several weeks to receive
numbers.

I R S  C O M M E N T S
Securing an Employer Identification Number has been a continuing problem for the
taxpayer. IRS telephone systems were not sufficient to manage the customer demand. IRS
assistors must spend an extensive length of time on calls helping customers understand the
requirements for obtaining an EIN and discussing information needed to receive the
number. Even with additional staffing, taxpayers have experienced long delays or a busy
signal. 

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS established an Employment Improvement Team in January 2001. The team has
planned improvements for January 2002, which should significantly ease the problem.
These include:

◆ Employer Identification Number operations will be consolidated into three Small
Business/Self-Employed Accounts Management Sites. All service will be provided
through the Brookhaven, Cincinnati and Philadelphia IRS Centers. This will result
in more focused attention on these new business customers and improved IRS
skills, resulting in better quality, because optimum staffing will be devoted to the
EIN operation.

PROBLEM
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◆ A new toll free number will be established allowing for calls to be directed to the
next available assistor in any of the three locations.

◆ Hours of operation will be 7:30 a.m. to 5:30 p.m. in the customer’s local time zone.

◆ The December 2001 revision of the Form SS-4, Application for Employer
Identification Number, will include an embedded authorization. This change
eliminates the need for the customer to file a Form 2848, Power of Attorney, or
Form 8821, Tax Information Authorization along with the Form SS-4. This will
help on future discussions with taxpayers and practitioners.

The following changes have already been put into place:

◆ Customers who call the EIN telephone line but do not have a completed
Form SS-4 in hand were previously asked to obtain a form and call back. As of
April 1, 2001, procedures require assistors to walk these taxpayers through the line
items on the form in order to provide the number. This change is anticipated to
allow service to an additional 60,000 customers annually. 

◆ Information has been published on the IRS Small Business Web Site. This web
site, www.biztax.gov, provides information on “Do I Need an Employer
Identification Number?” and other pertinent facts for new business customers.

All the changes have been shared with representatives from the Citizen Advocacy Panels
(CAP) and with representatives from the American Institute of Certified Public
Accountants (AICPA).

IRS is also working toward a future goal of making it possible for taxpayers to obtain
EINs on-line, thereby eliminating any delay in the process.

I N F O R M AT I O N  T E C H N O L O G Y  I M P A C T
Significant Information Technology improvements are currently in process:

◆ We have established a toll free (1-800) number for use beginning in January 2002.
This has required significant change to our national telephone system. 

◆ IRS is acquiring a Fax File Server System to be installed in the Brookhaven Center
TeleTIN operation. This will allow the IRS to receive maximum volumes of faxes.
Currently, customers receive busy signals while attempting to fax in requests.

◆ IRS will acquire additional Fax File Server Systems as the need arises. It is antici-
pated that the other improvements scheduled for January will negate the need for
any additional systems. 
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TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S
The Taxpayer Advocate Service has received numerous complaints of delays and inconsistencies in the
Employer Identification Number assignment process. Congressional representatives, Citizen
Advocacy Panel members, tax preparers and taxpayers have all raised concerns.

We were pleased when IRS apprised us of its intent to form an Employment Improvement Team to
address inconsistencies and delays. TAS supports this initiative and designated an analyst to serve as
a team member. We are encouraged by the processing changes the team has already put in place. The
IRS has taken a step to lessen the burden on taxpayers by preparing the necessary forms for those who
request EINs by phone.

TAS will continue to work with IRS on this issue. We will monitor changes and assess progress as
EIN operations are consolidated into three sites and a new toll-free number is established for taxpay-
ers to use when requesting these numbers.
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M I S A P P L I E D  P AY M E N T S

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple – Commissioner, Wage & Investment Division
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Unidentified taxpayer payments are misapplied or are not credited to the correct
accounts.

A N A LY S I S  O F  P R O B L E M
In FY 2000 the IRS received 38,000 payments, including cash, money orders and checks,
without sufficient information to determine the taxpayer’s identity or the tax period to
which the funds were meant to apply. 

Taxpayers sometimes send payments with no Social Security Numbers, Employer
Identification Numbers, and/or tax period data, making it difficult for IRS employees to
credit the payments to the right taxpayer accounts. Another complication is the need to
quickly process and deposit these payments in the bank, usually by the next business day,
to minimize loss of interest to the government. The IRS cannot always determine where
to correctly apply the credit during this short time. Payments are moved to Excess
Collections Accounts when they cannot be associated with a specific taxpayer’s account.

I R S  C O M M E N T S
Payments received that do not have sufficient information to apply to a particular
account have decreased in recent years and represent a very small percentage of the 226
million payments the IRS receives a year but still present a challenge for the IRS to
resolve. Despite IRS messages to taxpayers, some taxpayers do not provide the IRS with
enough information to associate payments with a particular account. If a payment cannot
be associated, the funds are credited to an “Excess Collections” account until they can be
associated properly.

New computer applications implemented this fiscal year and some specific projects have
resolved some of these discrepancies. The IRS has also implemented revised procedures
that will protect the taxpayer payments or credits for a period of time.

PROBLEM
T O P I C  # 1 5
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I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS has made a number of procedural changes: 

◆ Procedures have been implemented to keep unidentified credits on Masterfile for
accounts that require a return to be filed. The account will remain open during the
statutory period for making a refund claim so the IRS may eventually resolve
placement of the unidentified payment. 

◆ Notices are now being generated and mailed to taxpayers every six months as a
reminder that IRS has credit(s) available and that a return must be filed to receive
the credit. One final notice generates to the taxpayer prior to the expiration of the
statute of limitations period for a refund claim to alert them that the statute expira-
tion date is imminent and action is needed.

◆ Programming changes were made that identify balance due notices that have
credits for the same tax periods in Excess Collections. This allows credits to be
reapplied to the taxpayers accounts and the notices to be destroyed or reissued
with correct balances.

In addition, two aggressive “clean-ups” were performed on the credits in Excess
Collections which resulted in a total of $58.2 million dollars being reapplied to taxpayers’
accounts. The remaining credits in Excess Collections are being periodically reviewed for
possible application.

A multi-faceted strategy is being developed to encourage the use of the Electronic Federal
Tax Payment System (EFTPS) On-Line. Use of this method of payment would resolve
many of the problems listed for taxpayers with a bank account. Encompassed within the
strategy are a number of initiatives designed to provide information to tax professionals
and taxpayers who have payment responsibilities beyond those of payment at the time of
filing a return.

I N F O R M AT I O N  T E C H N O L O G Y  I M P A C T
Currently, the Masterfile and the Excess Collections Accounts File are two separate
systems with no linkage between the two. This prevents the automatic matching of credits
in Excess Collections to a taxpayer’s accounts. It also does not provide for automatic
moving of credits in or out of Excess Collection. Information on the linking limitations
has been provided to the Customer Account Data Engine (CADE) team so that the issue
may be addressed.
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TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S
We applaud steps taken by the IRS to apply credits to taxpayer accounts from Excess Collections. Two
new notices, one to remind taxpayers of amounts not credited to them and the second to help avoid loss
of potential refunds when the statutory period is about to expire, are also positive achievements.

We also believe that it should become a standard IRS business practice in the near future to send a
notice to the taxpayer showing each payment the IRS receives. While current computer systems do not
allow IRS to routinely acknowledge receipt of taxpayer correspondence or payments, this business
requirement is included in the IRS modernization blueprint. This will allow taxpayers to become
aware of discrepancies in their payment records sooner, so that timely corrections can be made to their
accounts, thereby helping to avoid their payments being transferred to the Excess Collection Account
file. 

Continued support of the IRS’ information systems modernization efforts is essential to resolve this
problem. Information technology system upgrades that will further reduce payment problems include
linking the Masterfile and Excess Collection Account file to automate the application of credits to tax-
payer accounts.
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L A C K  O F  A C C E S S  T O  F R E E  TA X  P R E P A R AT I O N  F O R  L O W - I N C O M E  TA X P AY E R S

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division

D E F I N I T I O N  O F  P R O B L E M
Rather than seek free assistance from the IRS, the majority of low-income taxpayers pay
preparers to complete and file their returns.

A N A LY S I S  O F  P R O B L E M
Very few low-income taxpayers owe federal income tax but must still file returns to receive
their excess withholding and refundable Earned Income Tax Credit. While IRS walk-in
offices provide help in preparing returns, and low-income taxpayers usually meet the
criteria for this service, the offices are not always conveniently located for these
customers. IRS hours of operation may also limit access to assistance.

The IRS sponsors the Volunteer Income Tax Assistance program, which offers free tax
preparation; again, however, volunteer sites are not necessarily located in areas where
low-income taxpayers live or work.

I R S  C O M M E N T S
The needs of low-income taxpayers pose a special challenge to the IRS. Very few owe tax
and need to file only the simplest of tax forms to claim a refund. However, the Earned
Income Tax Credit adds a factor that many may consider too complex to calculate them-
selves. Heavy advertising by the preparer community encourages this and the promise of a
quick “refund” that is really a refund anticipation loan. The IRS is focusing on helping
this taxpayer group primarily through our Volunteer Income Tax Assistance (VITA)
Program and the establishment of additional IRS tax assistance centers around the coun-
try that can offer need based tax preparation services.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS plans to open 118 new tax assistance centers within the next seven to eight years
(absent budget constraints). The majority of these sites will offer return preparation
services. Where possible, traditional “brick-and-mortar” sites will be located on public
transportation routes. Approximately 18 sites will be non-traditional mobile vans that will
provide assistance at various locations throughout the filing season. The overall goal of
this effort is to have 85 percent of all taxpayers within a 45-minute commute of an IRS
Taxpayer Assistance Center.

PROBLEM
T O P I C  # 1 6
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To ensure that IRS can focus its tax preparation services on low-income taxpayers, IRS has
made a number of changes for the 2002 Filing Season:

◆ It will take appointments for tax preparation up to three days in advance.

◆ It has changed the threshold for need-based return preparation from $41,000 to
$33,000. This will reduce the overall number of taxpayers who qualify for free
return preparation but will reduce wait times and focus assistance on the lower
income taxpayer. The amount of $33,000 is tied to the income phase-out of EITC.

A number of tax practitioners also offer free tax return preparation and electronic filing
when income criterion is met. Continuous coordination among all IRS functions aids in
referral of taxpayers to volunteer sites where free return preparation services, including
free electronic filing, are offered.

For fiscal year 2002, the goal is to also increase Volunteer Income Tax Assistance (VITA)
and Tax Counseling for the Elderly (TCE) sites to more than 18,000 nationwide. IRS has
also focused on delivering expanded return preparation services (including e-file) through
key community based, corporate, and service organization partnerships. A few successful
examples include our ongoing cooperative efforts with American Association of Retired
Persons (AARP), Kroger Stores, the National League of Cities, National Educational
Association, the Cherokee Nation, the Anne E. Casey Foundation, and the Welfare to
Work Partnership. Where such partnerships and volunteer efforts are unavailable, such as
in remote areas, IRS will continue to use its own resources to educate taxpayers and pro-
vide return preparation services.

The IRS also administers the Low-Income Taxpayer Clinic program by annually awarding
grants up to $100,000 per clinic. These awards, made since passage of enabling legislation
in 1998, provide matching funds for qualified organizations that provide legal assistance
to low-income taxpayers in controversies with the IRS and/or inform individuals of their
tax rights and responsibilities. The program includes assisting targeted taxpayers in the
preparation of their tax returns or other tax forms. The IRS annually awards grants aggre-
gating approximately $10,000,000, with $6,000,000 going to low-income tax clinics and
the balance to the Tax Counseling for the Elderly (TCE) program.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S  

The IRS effort to increase access to free tax preparation for low-income taxpayers is important, as
these taxpayers are least able to effectively handle the complexities of income taxes due to the burdens
of poverty, language and illiteracy. 

We are pleased that the IRS recognizes that low-income taxpayers present a special challenge to the
organization. Poverty, language and literacy barriers, as well as the constant changes in tax law pro-
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visions such as those covering the Earned Income Tax Credit, contribute to the ever-increasing chal-
lenge of preparing what is considered by most tax experts to be a “simple return.” The very real possi-
bility of an IRS compliance audit (due to the IRS initiatives to reduce Earned Income Tax Credit
fraud) places even heavier burdens on these taxpayers.

We support the IRS initiative to focus on helping this taxpayer group. The Volunteer Income Tax
Assistance Program, corporate and service organization partnerships, and additional IRS tax
assistance centers around the country can offer need-based tax preparation services. 

Despite the IRS-sponsored tax preparation programs and service at its walk-in offices, data indicates
that only a small fraction of low-income taxpayers use these services. For example, according to 1998
filing year data, 17 million return filers had incomes below the poverty threshold, yet volunteers pre-
pared only 113,000 returns.14

As noted above, the IRS goal for fiscal year 2002 is to raise the number of Volunteer Income Tax
Assistance and Tax Counseling for the Elderly sites to more than 18,000 nationwide. The IRS’ long-
range plan to open 118 new tax assistance centers is also commendable. However, we are concerned
because this initiative may take as long as seven to eight years and could be hampered by budget con-
straints.

We suggest the IRS consider establishing National Filing Days, similar to National Problem Solving
Days, early in the filing season. The National Filing Days could be held at public schools or houses of
worship in low-income communities, be staffed by volunteers, and offer on-site electronic return sub-
mission and direct deposit accounts. Regardless of the approach, it is important to make free tax
return preparation available to low-income taxpayers where they live and work.

14 Tax year 1998, Compliance Research Information Systems (CRIS), IFM 2000. 
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P R O C E S S I N G  O F F E R  I N  C O M P R O M I S E  ( O I C )  A P P L I C AT I O N S

I R S  R E S P O N S I B L E  O F F I C I A L
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Taxpayers experience delays in receiving determinations on their Offer in Compromise
(OIC) applications.

A N A LY S I S  O F  P R O B L E M
Over the past several years, the number of Offer in Compromise applications has risen
tremendously, due to the following factors:

◆ The IRS made a strong effort to improve service by changing the criteria for a
processable offer. Instead of rejecting as “unprocessable” any imperfectly complet-
ed application, the IRS began contacting taxpayers to advise them how to make
corrections and submit a processable offer. The IRS automatically rejects initial
offer applications when the taxpayer is not in compliance (e.g., has not filed tax
returns) or has filed for bankruptcy. The IRS expanded the criteria for rejecting
offers on August 29, 2001, to include offers that were filed solely to delay collec-
tion15, failure to make required estimated tax payments or failure to provide
requested financial information. 

◆ An installment agreement cannot be entered into unless the agreement provides
for full payment of the liability (over the life of the statute of limitations for collec-
tion, with one five-year extension). As a result, the IRS must ask taxpayers who are
unable to pay the tax in full — but may be able to pay part of the amount due — to
submit deferred payment offers. Many taxpayers object to following the more cum-
bersome deferred payment offer process when they are willing to pay the maxi-
mum that they can afford. 

◆ There is an absence of agreement or understanding of the purpose of the program.

To reduce the backlog, the IRS has significantly increased the resources committed to the
Offer in Compromise program. A recent General Accounting Office (GAO) study found
the total direct time charged to the program rose 77 percent, from 350 full-time equiva-
lents (FTE) in fiscal 1997 to 619 FTE in fiscal 2000. Between fiscal years 2000 and 2001,
the resource commitment rose a dramatic 94 percent to 1200 FTEs. While the IRS has
put more effort into the OIC program, the number of offers received has skyrocketed.

PROBLEM
T O P I C  # 1 7

15 Solely to delay collection includes re-submission after prior reject or return, resubmission after prior default
or prior collection determination and offer submitted to avoid a specific enforcement action. In all situations
stated above the taxpayer’s financial situation has not materially changed and the new offer is substantially the
same as the prior one. Further, no special circumstance exists. 
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Although the IRS suspends collection action against taxpayers while their offers are
evaluated, the taxpayers are naturally anxious and want prompt answers. 

The inventory backlogs create additional work. By the time an OIC specialist receives an
offer, the information may be outdated, requiring extra work for both the IRS and the
taxpayer. Other delays take place because the Service requires the taxpayer to submit
information that could be secured by using internal information or credit bureau reports,
which would make the process less burdensome for the taxpayer and more uniform for
the IRS.

I R S  C O M M E N T S
The growth in Offers in Compromise has caused processing delays. Receipts have grown
dramatically compared to FY 97 levels. After the passage of the Internal Revenue
Restructuring and Reform Act of 1998, there was an increased popularity of Offer in
Compromise as a viable method for resolving tax debts. Many practitioners have
increased advertising of Offers in Compromise to attract potential business as a method
to resolve tax debts. 

Some concerns about the Offer in Compromise program do currently exist:

◆ IRS human resources could not keep pace with the growth in customer demand for
Offer in Compromise. Approximately 1,000 Offer in Compromise Specialists and
200 Tax Examiners were devoted to the program in FY 2001. Because program
emphasis changed to encourage perfection of offers that were technically incomplete
rather than returning them to the taxpayer, ending inventories rose dramatically. 

◆ While practitioners respect the IRS’ commitment to resolve pending offers within
six months, there are some concerns that deadlines given to taxpayers for submit-
ting supporting financial information may be too short. Taxpayers may simply be
unable to provide requested financial information timely. Practitioners feel,
however, that with continued training and experience, the IRS will develop more
realistic timeframes for requesting information and how to improvise when
requested information is not available. 

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS has spent the better part of FY 2001 exploring ways to reduce the Offer in
Compromise backlog. It has adopted an inventory reduction strategy that involves
centralizing the process in the Service Centers and training groups of employees whose
primary responsibilities are to respond to the requests. 
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Process Improvements 

◆ Service Centers have been receiving all new offer submissions from taxpayers for
initial processing since August 2001. In many cases, these offers will be worked to
conclusion in these locations. The work done in the campuses will significantly
reduce the time frame to respond to the taxpayer’s request and make a determina-
tion regarding the Offer in Compromise. The consolidation into the campuses
brought additional staff to bear on new work while existing field staff will continue
to focus on the back logs in the field locations.

◆ Counsel review requirements were reduced.

Policy and Procedural Changes

◆ Expanded Offer in Compromise return procedures will reduce the number of
“frivolous” offers submitted.

◆ IRS will return those offers:

◆ that are submitted solely to delay collection, 

◆ where estimated income tax payments are due and not paid, and 

◆ re-submitted after rejection or default that are not materially different 
from the prior offer. 

◆ Approvals for certain OIC actions have been delegated to lower levels in the
organization to help speed processing without sacrificing quality.

Legislative & Regulatory 

◆ Legislation is being considered to amend IRC §6159 to allow for installment
agreements that may not fully pay the liability. This may reduce the number of
Offers in Compromise.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

The attention the IRS has given to improving the processing of offers is to be commended. The dra-
matic increase in the number of offers submitted after Congress expanded the program in the
Restructuring and Reform Act of 1998 caused a sudden backlog. The IRS is making some meaning-
ful changes that should reduce the Offer in Compromise inventory.

The backlog should be lessened by the strategy of separating offers by complexity to better utilize the
skills of offer specialists and allow relatively simple offers to be handled by a trained group of employ-
ees at two centralized sites. Policy and procedural changes to reduce the number of frivolous offers
should also decrease the inventory. As IRS becomes more current with OIC inventory, the need for
taxpayers to resubmit outdated financial information should also diminish. 
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One of the National Taxpayer Advocate’s legislative recommendations involves amending Internal
Revenue Code section 6159 to allow long-term installment agreements instead of deferred offers. This
change, if adopted, would give taxpayers another way to address their tax debts, thereby helping to
reduce the number of offers filed. 
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C O M P U T I N G  T H E  A LT E R N AT I V E  M I N I M U M  TA X  ( A M T )

I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple – Commissioner, Wage & Investment Division

D E F I N I T I O N  O F  P R O B L E M
The Alternative Minimum Tax is difficult for taxpayers to compute.

A N A LY S I S  O F  P R O B L E M
Some taxpayers must compute their income taxes twice: first to determine their basic tax
liability and then to compute alternative minimum tax (AMT) liability. The process of fig-
uring the AMT includes reading ten pages of instructions, and preparing and performing
calculations on several worksheets and forms. Taxpayers complete a 13-line worksheet to
determine if they must file the 50-line form (Form 6251, Alternative Minimum Tax-
Individuals) for computing the alternative minimum tax. They may in fact owe little or no
AMT, but will not know this until after they complete the complex Form 6251. Taxpayers
filed 124 million individual tax returns in 1998. Of that total, 6.4 million returns required
computation of Form 6251; however 4.4 million actually filed the form. More than 3.4
million of these taxpayers included Form 6251 just to demonstrate that they did not owe
AMT.16 

I R S  C O M M E N T S
IRS agrees that this is an extremely complex and difficult computation. However, until
the underlying complex tax law is revised, taxpayers will continue to have problems com-
puting Alternative Minimum Tax.

To limit the number of taxpayers subject to the complex computations of the AMT,
practitioners have recommended that Congress continue to permit taxpayers to count
nonrefundable tax credits against alternative minimum tax. The Economic Growth and
Tax Relief Reconciliation Act of 2001 has already permanently extended the child tax
credit and adoption tax credit against AMT liability. Some practitioners believe similar
treatment needs to be permanently allowed for the remaining nonrefundable credits,
which include credits for education and dependent care costs. The American Institute of
Certified Public Accountants (AICPA) noted that it takes only one credit to force some-
one from the regular tax into the AMT and that the popular education credits could be
the triggering issue. Without an extension of the credits against AMT, some middle-class
taxpayers would suddenly find themselves subject to the Alternative Minimum Tax. The

PROBLEM
T O P I C  # 1 8

16 Tax Year 1998 Compliance Research Information System (CRIS), Model IMF 2001.
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AICPA also noted that many middle-class taxpayers find themselves subject to AMT
because legislation has never indexed rate brackets and personal exemptions for inflation
under AMT as it has done for regular income taxes.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS has worked to reduce the complexity of Form 6251 and its instructions. This form is
available to assist taxpayers with the Alternative Minimum Tax computation. For tax year
2001, the Form 1040 line 41 will be in bold print to direct tax filers to appropriate
instructions.

There are also high quality commercial-off-the-shelf (COTS) products that automatically
generate the AMT computation. IRS has coordinated with these product developers and
has tested their products to ensure each all the legislative requirements have been updat-
ed. These products contain necessary worksheets for filers to determine if AMT computa-
tions are applicable.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

The number of taxpayers affected by Alternative Minimum Tax is rising, partly because the tax struc-
ture is not indexed to account for inflation. Congress enacted the first minimum tax in 1969 after it
was revealed that 155 Americans with adjusted gross incomes of over $200,000 paid no federal
income tax at all. Today, the AMT has a much greater impact. A recent study published by the Joint
Committee on Taxation projects that the number of taxpayers affected by AMT is expected to increase
significantly over the next 10 years, from approximately 1.4 million to approximately 35.5 million.17 

Due to the complexity of Alternative Minimum Tax provisions, many taxpayers are unaware that
they need to complete the calculation. Those who do realize they must go through this process are fre-
quently forced to seek professional help because the calculations are so complex. According to IRS
records, during the1999 filing year paid preparers completed 93 percent of all returns with AMT.

We recognize that IRS faces challenges in administering these provisions. Some taxpayers’ calcula-
tions of the tax can be verified by IRS computers, while more complicated computations must be veri-
fied by office or field audits. The IRS examiners themselves consistently rank AMT as one of the most
complex provisions they encounter.

We agree that excellent commercial tax preparation software is available to ease the burden of com-
puting the AMT. However, not all taxpayers are able to use this method. Further, all software
requires the taxpayer to complete additional worksheets.

17 U.S. Congress, Joint Committee on Taxation, Estimated Budget Effects of the Conference Agreement for
H.R. 1836}, (JCX-51-01) p. 8, May 2001.
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We understand that IRS has made minor changes to the Alternative Minimum Tax forms and
instructions for the upcoming filing season. We concur with IRS that tax law must also change to
reduce the complexity of the calculations, which in turn may enable IRS to further improve the forms
and instructions. The National Taxpayer Advocate has included a proposal on this issue in the
Legislative Recommendations section of this report.
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D E T E R M I N AT I O N  A N D  N O T I F I C AT I O N  O F  R E V I S E D  TA X  L I A B I L I T Y

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple - Commissioner, Wage & Investment Division
Joseph Kehoe – Commissioner, Small Business/ Self Employed Division

D E F I N I T I O N  O F  P R O B L E M
Delays in assessing additional tax increase the amount of penalties and interest charged to
taxpayers.

A N A LY S I S  O F  P R O B L E M
Under the IRS Restructuring & Reform Act of 1998, interest and penalty on a deficiency
are suspended unless the IRS notifies taxpayers of the proposed amount of increase to
their tax liability and the basis for the increase within 18 months (12 months as of 2003)
of the due date, or the date the return is filed. Interest and penalty resume 21 days after
the IRS provides notice to the taxpayer. However, due to staffing and other workload pri-
orities, it takes much longer to complete an examination after the initial IRS contact.
Interest continues to accrue during these delays, causing increased costs to taxpayers.

Because of these long delays, taxpayers (especially self-employed ones) have trouble sub-
stantiating the items questioned because documentation may have been misplaced. It is
difficult and can be expensive to retrieve copies of bank records that are sent to microfilm
after one year; businesses may have closed or the records may no longer be available.

I R S  C O M M E N T S
Two most significant program areas impacted by these new requirements are the general
examination program and the Document Matching Program or Automated Underreporter
(AUR). While Automated Underreporter (AUR) meets the 18-month contact timeframe
on 98 percent of cases, the general examination program requires additional focus and
staffing to accomplish the goal. We acknowledge that delays create additional interest and
penalty assessments and can contribute to difficulties in obtaining records. For the
Automated Underreporter Program, FY 2001 statistics through June 30 show that 48.4
percent of cases are closed in less than six months and an additional 50.4 percent are
closed in less than 12 months with only 1.2 percent open beyond 12 months.

PROBLEM
T O P I C  # 1 9
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I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
To further ensure that the timeframes will be met in the Automated Underreporter match-
ing program, IRS has scheduled the program to begin four weeks earlier in FY 2003. This
effort will reduce the time between taxpayer filing and Automated Underreporter contact.
Analysis of historical data and filing requirements has led to plans to explore earlier
income matching and case selection/contact for those information return types 
(Forms W-2, 1099s, etc) with January 31 reporting deadlines. This initiative will help
maintain a standardized weekly notice volume (rather than starting with small notice vol-
umes and building to large ones) and level response receipts. 

The timeliness of the general examination program is being addressed through the hiring
and training of new field and office examiners and a comprehensive re-engineering
process. Most of the additional staff has been hired and are currently in training. The
re-engineering process is a three-phase effort and is in its second phase. IRS expects a
report on the re-engineering process in late spring 2002 with implementation of its
recommendations to follow.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S

The time between initiation and completion of an examination of a tax return has been too long for
many taxpayers. Although most of the Automated Underreporter cases are closed within a reasonable
time frame, this is not the case for the field examination program. The delay in resolving an examina-
tion causes unnecessary frustration and anxiety to the affected taxpayers.

We are pleased that the IRS is hiring and training new field and office examiners to improve the
timeliness of the general examination program. We support the IRS re-engineering project to design a
more efficient and fair audit process and enhance compliance. We also recognize IRS’ need for contin-
ued financial support for these additional examination resources. We look forward to reading the
IRS report and the accompanying recommendations.
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C O S T  O F  E L E C T R O N I C  F I L I N G  F O R  L O W - I N C O M E  TA X P AY E R S

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple – Commissioner, Wage & Investment Division 

D E F I N I T I O N  O F  P R O B L E M
Fees for return preparation can be excessive when electronic filing and refund anticipation
loans are included.

A N A LY S I S  O F  P R O B L E M
The majority of low-income taxpayers file returns to obtain their excess withholding or
Earned Income Tax Credit (EITC). Most of these people have pressing financial hardships
and need their available funds as soon as possible.

While all low-income taxpayers have the option of filing paper returns, these take longer
to process (usually four to six weeks). The expected refund processing time for electroni-
cally filed returns is substantially shorter: a taxpayer choosing direct deposit can receive a
refund in as little as ten days. 

However, many low-income taxpayers have no bank accounts and must pay third parties
to obtain a direct deposit. These taxpayers may not be computer literate, may have no
access to personal computers or may be unable to file electronically from their homes.
Some IRS offices provide electronic filing but the service is not always available in areas
that are convenient for low-income taxpayers. IRS hours of operation sometimes limit
access to this service as well. IRS-sponsored Volunteer Income Tax Assistance sites may
not have the proper computers for electronic filing.

I R S  C O M M E N T S
IRS does not play a role in setting fees for preparation of electronic tax returns or refund
anticipation loans but encourages practitioners to assist low-income taxpayers by provid-
ing free or reduced tax preparation fees. IRS has established regulations stating that
preparers are not allowed to set their fees based on the amount of refund or income. In
tax year 2000, many preparers had programs for low-income taxpayers. These included
many H&R Block locations and Intuit among others. Many tax preparers offer free
electronic filing along with return preparation.

PROBLEM
T O P I C  # 2 0
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IRS estimates that up to 20 percent of taxpayers do not have bank accounts. Most prepar-
ers offer a viable solution to the taxpayers who need money quickly but it is not free. Part
of the fee paid by taxpayers for tax return preparation may include a fee for establishing a
bank account to receive the anticipated refund.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS is focusing on three solutions. 

First, the establishment of more volunteer preparation sites as discussed in Problem # 16.
This will give taxpayers an alternative to using a paid preparer. For fiscal year 2002 the
goal is to increase Volunteer Income Tax Assistance (VITA) and Tax Counseling for the
Elderly (TCE) sites to over 18,000 nationwide. Last year, some offices experienced a short-
age of computers and the “Tax Wise” software needed to assist taxpayers with filing tax
returns electronically. Hardware and software has been purchased so that the field assis-
tance function will be fully operational for 2002.

Another solution is the use of the Advanced Earned Income Tax Credit. Taxpayers who
qualify to receive EITC may choose to get part of the EITC through their paycheck and
would not have to rely on a refund anticipation loan or quick refund for the money.
Using Form W-5 they can get these monies as part of the Advance EITC (AEITC) pro-
gram. Subsequently, adjustments are made to an employee’s withholding to allow the
employee to receive the refund over a series of paychecks. Because many taxpayers treat
EITC as a savings mechanism, rather than receive the benefit throughout the year, the
vast majority does not choose Advance Earned Income Tax Credit. IRS has been
proactive working with employers and preparers to promote Advanced Earned Income
Tax Credit to qualified EITC recipients. This has been done through the Small Business
Tax Workshops, Corporate Partnership, and e-file/EITC seminars. Advanced Earned
Income Tax Credit is also promoted through the Welfare-to-Work Program.

The third solution is for IRS to reach more taxpayers directly. IRS has made a number of
changes for the 2002 Filing Season:

◆ It will take appointments for tax preparation up to three days in advance

◆ It has changed the threshold for need-based return preparation from $41,000 to
$33,000. This will reduce the overall number of taxpayers who qualify for free
return preparation but will reduce wait times and focus assistance on low-income
taxpayer. The amount of $33,000 is tied to the income phase out of EITC.

◆ A number of tax practitioners also offer free tax return preparation and electronic
filing when income criterion is met. Continuous coordination among all IRS func-
tions aids in referral of taxpayers to volunteer sites where free return preparation
services, including courtesy electronic filing, are offered. Congress has increased
IRS’ appropriation to assist the elderly in filing returns electronically.
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TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S
The Earned Income Tax Credit was intended to provide a benefit to working low-income taxpayers.
Many of these taxpayers incur a substantial cost in order to receive the government benefit.

A large number of low-income taxpayers need assistance in preparing their return because of the com-
plexities of determining filing status, and entitlement to dependency exemptions and EITC. Because
of the lack of access to free tax preparation, many low-income taxpayers turn to paid preparers for
assistance.18 

Many taxpayers claiming EITC incur a substantial cost to file electronically because they need their
refunds as soon as possible, often for basic living expenses. In 1999, for those taxpayers who claimed
EITC, 10.2 million, or 53 percent, filed electronically.19 These taxpayers may be charged one fee for
return preparation, another for electronic return submission and a third fee for a refund anticipation
loan (RAL) if they need their money immediately.

The refund anticipation loan fee is often for establishment of a bank account for deposit of the refund.
The average tax preparation fee is about $85; the electronic filing fee averages $40; and the fee for the
refund anticipation loan ranges from $60 to $85; therefore the total cost to file an EITC return
electronically can exceed $150. Even the most basic return preparation fee is rarely less than $50.20

The EITC filers most harmed by the amount of money they pay to file a simple return are those filing
only to receive their EITC entitlement. 2.8 million taxpayers with average adjusted gross incomes of
less than $7,000, and who used paid preparers, received an average EITC refund of $1,129 in
1999.21

The Department of the Treasury has designed a special low-cost direct deposit account, the Electronic
Transfer Account. An Electronic Transfer Account is available to all federal benefit recipients, even
those who have had problems obtaining credit or qualifying for a checking or savings account.22 These
deposit accounts can receive direct deposits of tax refunds. We recommend that IRS publicize the
availability of an Electronic Transfer Account as an option for taxpayers paying a preparer to estab-
lish a direct deposit account for them. 

18 See Most Serious Problem Number 16, “Lack of Access to Free Tax Preparation for Low-Income Taxpayers”
for further discussion of this issue.

19 Tax Year 1999 data, Compliance Research Information System (CRIS), Model IFM 2001
20 2001 Tax Notes Today 5-106
21 Tax Year 1999 data, Compliance Research Information System, (CRIS) Model IFM 2001
22 Direct Deposit News Alert, update Oct. 25, 2001
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The IRS is developing and testing improvements which should enable taxpayers to receive a deposit of
their refunds within two to three days of final return processing. We are hopeful that these initiatives
will remove most of the demand for refund anticipation loans. However, we are concerned that
commercial return preparers may increase return preparation and electronic filing fees, to recover lost
revenue as the demand for RALs diminishes.

We are pleased by the planned IRS initiatives to provide additional sites for free tax preparation
services for taxpayers. We understand that lowering the threshold for need-based assistance may
reduce wait times and focus assistance on low-income taxpayers. This does raise a concern that other
taxpayers in need of assistance may not receive the customer service that IRS has been fostering. We
hope that the added sites will allow IRS to accommodate all taxpayer groups successfully.

We have doubt about the effectiveness of using the Advanced Earned Income Tax Credit (AEITC) to
help solve the problem of cost of electronic filing for low-income taxpayers. In tax year 1999, of over
19 million EITC claimants, only 126,860 taxpayers, or less than one percent, received AEITC.23

The program is not popular with taxpayers or employers.

The Taxpayer Advocate Service recognizes the importance of electronic tax administration. We realize
the many benefits to the IRS and to taxpayers when returns are filed electronically. We want low-income
taxpayers to be able to realize these benefits without incurring disproportionate electronic filing fees.
We are mindful of Congress’ direction that IRS not interfere with the free operation of the market for
income tax preparation. Although we do not believe the IRS should enter the tax return preparation
business, we do feel oversight is needed to ensure affordable electronic filing for low-income taxpayers.

23 Tax year 1999 data, Compliance Research Information System (CRIS), Model IFM 2001
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I R S  R E S P O N S I B L E  O F F I C I A L
John Dalrymple - Commissioner, Wage & Investment Division

D E F I N I T I O N  O F  P R O B L E M
The high volume of AUR tax assessments that are later abated places an unnecessary
burden on taxpayers.

A N A LY S I S  O F  P R O B L E M
The IRS’s AUR program creates assessments that are later abated for some taxpayers.
Once the assessment is made, the taxpayer’s only recourse is to contest it and go through
a complicated, time-consuming reconsideration process for abatement of additional
liability.

A Treasury Inspector General for Tax Administration (TIGTA) study found a significant
portion of audit reconsideration abatements in FY 1999 were related to prior AUR assess-
ments. According to TIGTA sources, 35,000 or approximately 33 percent of a total of
106,000 reconsideration abatement cases were AUR cases.24

I R S  C O M M E N T S
There are two primary reasons that give rise to tax assessments that might be eventually
abated. The first is when the taxpayer has ignored IRS correspondence and then raises
concerns when the collection process begins. The second is when the IRS has sent corre-
spondence and notices to an old address and the correspondence does not reach the
taxpayer. A new program has been implemented that enables the IRS to access the U.S.
Postal Service’s National Change of Address (NCOA) database. This allows IRS to get the
latest available address for a taxpayer who has moved and notified the Postal Service. This
will reduce the number of notices not reaching the taxpayer. However, it is outside of
IRS’ control on how taxpayers choose to interact with IRS. 

The issue raised in the Treasury Inspector General for Tax Administration Report should
be put into perspective of the entire Automated Underreporter Program. The 35,000
abatements may represent 33 percent of the audit reconsideration inventory reviewed but
only 2.7 percent of the 1.3 million assessments made annually through the AUR program.
With the advent of the National Change of Address program, IRS hopes to reduce these
numbers further.
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24 TIGTA Report, No. 2001-40-053, March 2001



TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S
Automated Underreporter program assessments are responsible for a large volume of time-consuming
administrative work, as well as legal proceedings. The issue of “Unreported or Underreported Income”
ranks first among the ten most litigated tax issues of fiscal year 2001, which are detailed on page 239
of this report. In these litigated cases, individual taxpayers generally challenged interest, dividends,
and non-employee compensation reported under their taxpayer identification numbers by third par-
ties. The document matching or Automated Underreporter (AUR) program normally handles these
items.

Joseph Kehoe, Commissioner, Small Business/Self Employed, responded to the above mentioned
Treasury Inspector General for Tax Administration report 25 by stating that IRS did not capture all
reconsideration cases in its management information reports, therefore, “the true volume of reconsider-
ation cases was not readily apparent to IRS.” IRS worked with the Office of Revenue Analysis to
develop a report that will include all reconsideration cases, regardless of which IRS function processes
them. TIGTA recommended that this report also identify whether a case is closed with or without an
abatement of tax. Such a report will aid in determining what actions are needed to reduce the volume
of future AUR reconsideration cases.

Although the percentage of Automated Underreporter abatements compared to assessments may not
be an important factor for IRS, this issue continues to be a major source of taxpayer contacts with
TAS. The IRS’ lack of contact with the affected taxpayers and taxpayers’ failure to respond to the
AUR program seem to be the main reasons for inappropriate assessments. The Taxpayer Advocate
Service inventory of these cases grows in relation to the number of AUR cases the IRS closes. In fiscal
year 2002, IRS plans to close over 3.3 million income reporting discrepancy cases, which would
represent a 16 percent increase over fiscal year 2001. We expect a corresponding increase in the
volume of taxpayers contacting TAS for assistance with AUR cases.
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25 TIGTA Report, 2001-40-053, March 2001



S TAT U S  O F  I N N O C E N T  S P O U S E  C L A I M S

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple - Commissioner, Wage & Investment Division

D E F I N I T I O N  O F  P R O B L E M
Taxpayers seeking relief from tax liability under the Innocent Spouse provisions are
unable to determine the status of their requests.

A N A LY S I S  O F  P R O B L E M
Due to the large influx of cases and changes in the program brought about by RRA 98,
the Restructuring and Reform Act of 1998, processing timeframes are not always met.
According to IRM 104.5. Exam Relief From Joint and Several Liability, Chapter 7,
Customer Service Guidelines, a taxpayer should be contacted within 30 days of receipt of
the innocent spouse request. If a determination cannot be reached in this time, a letter
(2645C) should be sent advising the taxpayer that he or she will be contacted within the
next 90 days.

Taxpayers expect innocent spouse claims to be handled expeditiously, when in fact the
steps required by law add 165 days to the process even in optimal situations. Taxpayers
need to be educated about the steps and timeframes required to process their Forms 8857,
Request for Innocent Spouse Relief. Taxpayers should also be kept informed of the
progress of their claims.

I R S  C O M M E N T S
Innocent Spouse Claim processing is complicated, requiring letters to be sent to the
requesting spouse and the non-requesting spouse. IRS has procedures in place to send
these letters within the first thirty days and has revised the letters to reflect the time
period that may be involved in processing the claim through closure. IRS has also
implemented procedures that call for additional letters, advising the taxpayer of the status
of the case, to be sent to the taxpayers every 90 days until the request is closed. 

I R S  I N I T I AT I V E S  T O  R E S O LV E  T H E  P R O B L E M
In addition to revising its correspondence, IRS has taken a number of other steps to
publicize Innocent Spouse Relief and improve the overall processing of claims. 
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To better educate taxpayers and practitioners about the program’s criteria, IRS has focused on:
◆ Pre-filing of innocent spouse claims 

IRS encourages taxpayers to use the Innocent Spouse Tax Relief Eligibility
Explorer, which is an interactive computer-based program. This application will
enable a taxpayer to determine if they meet the basic requirements necessary to
qualify for relief. It also directs them to the injured spouse publication if that pro-
vision is applicable.

◆ Revision of applicable forms and publications 
All the major publications now include information on Innocent Spouse Relief.
Many of the publications and forms are available in Spanish. An interactive ques-
tionnaire is being developed that will have questions designed to help taxpayers file
valid and complete claims. The questionnaire will be posted on the IRS Website.

◆ Customer outreach
IRS continues to make presentations at practitioner and public forums such as
those held by the American University, American Bar Association, the Community
Tax Law Project, and Tax Talk Today. IRS has also published articles for the Family
Law Forum and the Quarterly Newsletter of Minnesota Bar Association Family
Law Section.

IRS has taken the following steps to expedite processing of the claims:
◆ IRS has established a Centralized Unit in one location to process claims.

◆ Staffing increases, a revised management and staffing structure and additional train-
ing and workshops for examiners at the Centralized Unit. In FY 2001, the staffing
at the Centralized Unit in FY 2001 increased by 45 percent from the prior fiscal
year, from 107 to 155 employees.

◆ The first phase of a computer-based case processing innocent spouse application was
provided to examiners at the Centralized Unit. This application embeds the
algorithm for working an innocent spouse case that leads the examiner through the
complex decision-making process and provides expert knowledge to enhance that
process.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S
We commend the IRS on the numerous positive steps it has taken to improve innocent spouse claim
processing. Particularly noteworthy are the IRS’ accomplishments in strengthening communication
with taxpayers. The IRS has expanded its outreach activities, enhanced training, and increased the
number of employees reviewing and providing responses on innocent spouse claims.
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We are beginning to see decreased innocent spouse case receipts in the Taxpayer Advocate Service
(TAS), based in part on IRS’ recently revised procedures for keeping taxpayers apprised of the status
of their claims.

The Taxpayer Advocate Service continues to work with the Innocent Spouse project office to improve
the innocent spouse claim process. This year we identified and developed legislative proposals to fur-
ther assist taxpayers seeking innocent spouse relief. The National Taxpayer Advocate is proposing a
legislative recommendation to clarify criteria for Innocent Spouse relief, which appears in the Key
Recommendations section of this report.
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D E L AY  I N  R E C E I V I N G  R E Q U E S T E D  D O C U M E N T S

I R S  R E S P O N S I B L E  O F F I C I A L S
John Dalrymple - Commissioner, Wage & Investment Division

D E F I N I T I O N  O F  P R O B L E M
Requests for copies of tax returns or assessment documents are not processed within the
60-day timeframe.

A N A LY S I S  O F  P R O B L E M
Taxpayers do not always receive timely, complete responses to requests for copies of
returns or other materials. These requests require the IRS to locate the files among
millions of paper documents. The IRS must coordinate with Federal Record Centers and
National Archives and Retrieval Administration (NARA) to find returns filed more than
three years prior to the request. Misfiled documents can be impossible to retrieve and
quality checks to prevent misfiling are limited. The IRS refunded the following copying
fees to taxpayers after failing to secure copies of returns: $2,642,996 for FY 1999 and
$2,564,888 for FY2000.

The timeframe for securing copies of prior year tax returns is lengthy. Taxpayers often
have to wait much longer than 60 days to receive the documents requested. This delay
can cause significant hardship for taxpayers who need copies of returns for a court
proceeding or loan approval.

Administrative files or assessment documents are also required for audit reconsideration
and offer in compromise (doubt as to liability) cases. Delay in finding these documents
slows the resolution of these cases.

I R S  C O M M E N T S
This issue must be put into perspective. IRS processes and files more than 218 million
multiple page tax returns a year. IRS retrieves and refiles tax returns to accomplish a
number of responsibilities in such programs as its document matching or Underreporter
program, examinations, Earned Income Tax Credit, math errors or perfecting claims for
refund. Returns move in and out of IRS Service Centers and Federal Records Centers.
IRS does find that there are times when it can not locate a return promptly.

The traditional process for a request is that a taxpayer will ask for a copy of his or her
return or return information via telephone or a written request. If the taxpayer’s request is
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P R O B L E M S

over the telephone, the Customer Service Representative will offer other options such as a
copy of the taxpayer’s account information that IRS will provide to the taxpayer at no
cost. Account transcripts are normally acceptable in lieu of a copy of the tax return to
meet the requirements for mortgages, student loans, and other bank loans. If the taxpay-
er’s request is in writing (Form 4506, Request for Copy or Transcript of Tax Form), IRS
will first search local files. If it is not in the Center, the request is forwarded to National
Archives and Records Administration (NARA). NARA has five days to find the return. If
NARA’s staff cannot locate the return, we would offer the taxpayer his or her account
information and refund the taxpayer’s copy fee.

Given the variety of ways that a request may be received, the alternatives in filling the
requests and the fact that the underlying need is usually met, IRS has not kept detailed
records as to why it refunds monies to taxpayers asking for copies of their returns.

I R S  I N I T I AT I V E S  T O  R E S O LV E  P R O B L E M
IRS will assemble a study group comprised of IRS personnel, representatives from the
National Taxpayer Advocate Service and National Archives and Records Administration
to explore ways to improve the tracking and availability of returns as they are retrieved
and refiled.

TA X P AY E R  A D V O C AT E  S E R V I C E  C O M M E N T S
Although IRS handles more than 218 million multi-page returns a year and provides retrieval and
re-filing support to several IRS programs, taxpayers still require help from the Taxpayer Advocate
Service to obtain copies of returns or other information. 

TAS welcomes the opportunity to participate in a study group to improve the tracking, retrieving and
re-filing of tax returns. One option we would like to evaluate is using the National Archives and
Retrieval Administration’s (NARA) Centers Information Processing Systems (CIPS) to request
returns. 
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I N T R O D U C T I O N
Section 7803(c)(B)(VIII) of the Internal Revenue Code requires the National Taxpayer
Advocate to include in her Annual Report to Congress legislative recommendations that
might mitigate taxpayer problems.  This year, we are presenting three categories of legisla-
tive recommendations – key, additional, and potential.  I submit these proposals because
we in the Taxpayer Advocate Service believe that they will reduce or eliminate some of
the difficulties, complexities, and unintended consequences a taxpayer encounters when
attempting to comply with the federal tax laws.

In developing the recommendations, we requested and received information and data
from both internal and external sources.  Internal sources include the Taxpayer Advocate
Service, IRS Operating Divisions and Functional Units, and the Office of Chief Counsel.
Among the external sources are various national tax professional associations, the Citizen
Advocacy Panels, low-income taxpayer clinics and other members of the tax practitioner
community.  

The first category of legislative recommendations is titled Key Recommendations, and it
outlines proposals to change six areas of tax law.  For each key recommendation, we
present a summary page, in which we identify a specific problem and include at least one
example to illustrate the operation of that problem.  A more detailed discussion follows,
in which we describe the present law and our reasons for proposing the change, including
where available an analysis of the proposal’s impact on taxpayer and IRS administrative
burden.

Following the Key Recommendations are eight Additional Issues.  This section presents
proposals that we feel are significant but merit additional consideration and development.
Each Additional Issues proposal includes a problem statement, an example of the problem,
and a recommendation.  We expect that in the coming year we will further develop these
proposals; some of them may become key recommendations in next year’s Annual Report.

The third and final category contains legislative issues that are under consideration for fur-
ther research and inquiry.  We identified many of these issues as a result of conversations
with sources both internal and external to the IRS.  We hope that their inclusion in the
Annual Report, on an “issue identification” basis, will direct attention to these issues and
prompt our internal and external partners to provide examples and suggestions to resolve
these problems.  The issues are titled Potential Legislative Issues and are included in
Appendix B of this report.
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Taken as a whole, these legislative recommendations represent proposals that we believe
will either reduce the complexity of the Code, reduce taxpayer burden in complying with
tax requirements, or reduce the Service’s burden in administering the tax system and/or
monitoring compliance.  Many of them relate directly to the top problems experienced
by taxpayers and the most litigated issues described in other sections of this Report.

Several of the Key Recommendations – those proposing a uniform definition of a qualify-
ing child and the alternative minimum tax reforms – beg to be enacted immediately.
Many aspects of these two proposals are not new.  Others have proposed them before us.
But I believe that by including them so prominently in this Report, we can highlight the
absolutely critical and essential need for reform.  

Too many taxpayers are impacted by the problems underlying the following recommenda-
tions, and the IRS expends too much in the way of resources to ensure compliance, for
Congress not to act.  We submit these proposals with the hope that Congress will find
them helpful as it continues to address the complexity of the Internal Revenue Code and
our system of tax administration. 

R E C O M M E N D A T I O N S
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I N T R O D U C T I O N
One of the very first questions each individual taxpayer must answer before beginning to
compute taxable income is the nature and size of his or her “taxable unit.” Every individ-
ual taxpayer must determine his or her filing status – single, head of household, married
filing jointly, or married filing separately – as well as the number of personal and depend-
ency exemptions he or she can claim. From these basic determinations flow numerous tax
consequences, including the determination of the appropriate tax rate schedule, eligibility
for the child, earned income, and dependent care credits, the taxation of social security
benefits, and the imposition of joint and several liability for tax debts attributable to one’s
spouse. 

These basic questions arise in that gray area where a taxpayer’s definition of a family inter-
sects with the tax code and where state domestic relations jurisdiction collides with federal
taxing authority. For a vast majority of individual taxpayers, particularly ones with chil-
dren, this area of tax law is simply too complicated for them to navigate without making
inadvertent errors. The experience of confusion and consequent error for taxpayers at
their entry point into the tax system undermines their whole confidence in the system.

The key legislative changes that I am recommending in the following pages will:

◆ Create a Uniform Definition of a Qualifying Child

◆ Remove Means-Tested Public Assistance and Other Government Benefits in the
Computation of Support

◆ Require a “Voluntary” Release of Exemptions by Custodial Parents

◆ Eliminate the Age Restrictions for Taxpayers Claiming Earned Income Tax Credit
With No Qualifying Child

◆ Expand the Definition of Head of Household Filing Status

I believe that these proposals are fundamental to achieving the goal of a fairly adminis-
tered tax system. Perpetuation of the current provisions imposes a burden on taxpayers
and the IRS alike and increases the likelihood of taxpayer disaffection. It is possible to
achieve “family status issues” simplification so that the tax code comports with the com-
mon sense expectations of United States taxpayers without sacrificing the integrity of the
tax system. 

1
FAMILY 
STATUS 
ISSUES
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D I D  Y O U  K N O W ?

◆ Out of the 7.6 million error notices sent to taxpayers in 1999, 1.35 million (17 per-
cent) concern the basic issues of Filing Status and Dependency Exemptions.

◆ Another 2.1 million (28 percent) math error notices were sent concerning issues
which key from Filing Status and Dependency Exemptions. They are Earned
Income Tax Credit (EITC), Child Tax Credit and Child and Dependent Care
Credit. 

◆ Publications, forms, instructions and schedules that apply to child-related provi-
sions number about 202 pages for the preparation of a 2000 tax return.

◆ 416,000 taxpayer refunds were held in tax year 2000 due to EITC issues and
389,000 were issued deficiency notices.

◆ Filing Status, EITC and Dependency Exemptions Laws were the 4th most litigated
of all issues in 2000.

◆ In 1997, Congress authorized the IRS to spend $716 million over a 5-year period
for the improved administration of the EITC. In the final year, 2002, $146 million
has been allotted. 

◆ The IRS EITC Program Office uses 8 Full-Time Equivalents (FTEs) annually to
administer and monitor the EITC appropriation.

◆ During FY 2001, the IRS allotted 1,212 FTEs to Service Centers to examine EITC
tax returns selected from the Dependent Database. These FTEs do not include
those needed for Information Systems programming and support.

F A M I L Y  S T A T U S  I S S U E S
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P R O B L E M
Under present law, approximately 44 million taxpayers will claim a dependency exemption
for a child in tax year 2001. From these dependency exemptions flow additional tax conse-
quences: 19 million returns will claim the earned income credit, six million returns will
claim the child and dependent care credit, 26 million returns will claim the child tax credit,
and 18 million returns will claim head of household filing status.1

There are three Internal Revenue Code provisions that are central to the determination of a
taxpayer’s family status for tax purposes – the personal and dependency exemptions, head
of household status, and the definition of “not married” under IRC § 7703(b). Three other
provisions bestow significant tax benefits on taxpayers with children – the earned income
tax credit, the child tax credit, and the child and dependent care credit. 

Each of the six provisions requires a taxpayer to satisfy different eligibility criteria. A child
who qualifies the taxpayer for one provision does not automatically qualify the taxpayer for
the others. Taxpayers find this confusing and frustrating. Publications, forms, instructions
and schedules that are applicable to child-related provisions number about 202 pages2, for
the preparation of an individual income tax return. Because these provisions address the
most basic and personal human relationships – the family unit – the issue touches the lives
of millions of Americans each year. 

Adopting one uniform definition of a qualifying child would reduce complexity and burden
in an important and fundamental way for a large segment of taxpayers. 

E X A M P L E
Mary and her 10-year-old son Sam lived together for the entire year. In order to claim a
dependency exemption for Sam on her 2000 income tax return, Mary must prove she paid
over one half of his support. To claim Head of Household filing status, Mary must show
that she paid more than half the cost of maintaining their home. The support and mainte-
nance of household tests are similar, but not identical. For earned income tax credit purpos-
es, Mary needs to show that Sam resided with her in the United States for more than half
the year.

U N I F O R M
D E F I N I T I O N  
O F  A
Q U A L I F Y I N G
C H I L D

S U M M A R Y
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1Joint Committee on Taxation, Study of the Overall State of the Federal Tax System and Recommendations for
Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01) April 2001, at Vol. I,
page 11.

2Tax preparation reading materials for child-related provisions include: Form 1040 Instructions, Publications:
17, 501, 503, 504, 552, 596. Forms: 2120, 2441 with Instructions, 8332, 8812,and Schedule EIC with
Instructions. Additional related pages from 1040/1040A Instruction Booklet are not included in this count.
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In order to prove support to claim the dependency exemption, Mary must show proof of
payment of over one half of receipts that include over one half of the expenses pertaining
to Sam including:

◆ rent

◆ utilities

◆ food

◆ medical expenses

◆ dental expenses

◆ education

◆ clothing

If Mary meets the support test for Sam, she will also be eligible for the child tax credit,
the child and dependent care credit, and various education credits,3 if she meets addition-
al eligibility requirements. 

To meet the maintenance of household test for Head of Household filing status, Mary
must provide proof of payment of over one half of the expenses pertaining to the “house-
hold” including: 

◆ rent

◆ utilities

◆ food 

◆ mortgage interest expenses 

◆ property upkeep and repairs 

◆ property taxes

◆ property insurance 

Mary may have to furnish an entirely different set of records to prove residency to claim
Sam as a qualifying child for EITC. Proof of residency could include some of the items
listed above such as medical or dental receipts showing Sam’s name and her home
address. However, lacking these records, Mary may provide school records or other official
documents showing Sam’s name and her address. 

Under the recommendation, Mary would be able to claim the dependency exemption,
the Head of Household filing status, the earned income tax credit, the child tax credit,

F A M I L Y  S T A T U S  I S S U E S

3 IRC § 25A 
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and the child and dependent care credit without having to satisfy three different tests and
without maintaining three different sets of records. Mary would still have to meet the
other statutory tests for each of these tax provisions.

R E C O M M E N D AT I O N
Modify the following provisions by adopting a uniform concept of a “qualifying child”
applicable to biological, step, and adoptive children or descendants for purposes of: 

◆ The Dependency Exemption (IRC § 151 (a) and (c); IRC § 152)

◆ Head of Household Filing Status (IRC § 2(b))

◆ The Definition of “Not Married” (IRC § 7703(b))

◆ The Earned Income Tax Credit (EITC) (IRC § 32)

◆ The Child Tax Credit (IRC § 24)

◆ The Child and Dependent Care Credit (IRC § 21) 

This would require a qualifying child to meet identical Relationship, Age and Principal Place
of Abode tests. Under this uniform definition, a child would be a qualifying child of the
taxpayer if the child has lived with the taxpayer for more than one half of the tax year. The
term “qualifying child” will be clearly defined as a person with a specific relationship to the
taxpayer and less than a specific age. 

Modifications include:

◆ Eliminate the Dependency Exemption support test with regard to a qualifying child.4

◆ Eliminate the age restriction for disabled children. 

◆ Eliminate the “cost of maintaining a household” test for Head of Household status,
including IRC § 7703(b) provision, with regard to a qualifying child. 

◆ Extend the revised EITC tie-breaker rules for qualifying children to all provisions
using the “qualifying child” test. 5
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4 Any modification to Dependency Exemptions (IRC § 151 & IRC § 152) will also affect Child Tax Credit (§
24), Child and Dependent Care Credit (IRC § 21) and Hope and Lifetime Learning Credits (IRC § 25A)
referenced as “Education Credits”.

5 Economic Growth and Tax Relief Reconciliation Act of 2001, Public Law 107-16 § 303(f) amended to read:
(c) two or more claiming qualifying child – (i) In general. – Except as provided in clause (ii), if (but for this
paragraph) an individual may be claimed, and is claimed, as a qualifying child by 2 or more taxpayers for a
taxable year beginning in the same calendar year, such an individual shall be treated as the qualifying child of
the taxpayer who is (I) a parent of the individual or (II) if (I) does not apply, the taxpayer with the highest
adjusted gross income for such a taxable year. (ii) More than one claiming credit. — If the parents claiming the
credit with respect to the qualifying child do not file a joint return together, such a child shall be treated as the
qualifying child of – (I) the parent with whom the child resided for the longest period of time during the
taxable year, or (II) if the child resides with both parents for the same amount of time during such taxable
year, the parent with the highest adjusted gross income.
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◆ Expand and conform the definition of “foster child” for all provisions utilizing the
“qualifying child” test. 

◆ Accept a governmental agency’s award of benefits as evidence of a “foster child” rela-
tionship between a caretaker and child who has not been formally placed with the
caretaker by a qualified placement agency.

F A M I L Y  S T A T U S  I S S U E S
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P R E S E N T  L A W
Three Internal Revenue Code provisions are central to determining a taxpayer’s family status
for tax purposes – the personal and dependency exemptions,6 head of household status,7

and the definition of “not married” under IRC § 7703(b).8 Three other provisions bestow
significant tax benefits on taxpayers with children – the earned income tax credit,9 the child
tax credit,10 and the child and dependent care credit.11 “Under present law, it is estimated
that for tax year 2001, 44 million returns will claim a dependency exemption for a child, 19
million returns will claim the Earned Income Tax Credit, 6 million returns will claim the
child and dependent care credit, 26 million returns will claim the child tax credit, and 18
million returns will claim head of household filing status.”12

Each of the six provisions requires a taxpayer to satisfy different eligibility criteria. A child
who qualifies the taxpayer for one provision does not automatically qualify the taxpayer for
the other provisions. Since these provisions address the most basic aspects of a taxpayer’s
situation – i.e., family status – millions of taxpayers encounter significant complexity at the
very beginning of the tax filing process. 

Following are brief summaries of the six primary “family status” provisions:13

◆ Dependency Exemptions

◆ Head of Household Filing Status

◆ Definition of “Not Married” Under IRC § 7703(b)

◆ Earned Income Tax Credit

◆ Child Tax Credit

◆ Child and Dependent Care Credit. 
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6 IRC § 151
7 IRC § 2(b)
8 IRC § 7703(b)
9 IRC § 32
10 IRC § 24
11 IRC § 21
12 Joint Committee on Taxation, Study of the Overall State of the Federal Tax System and Recommendations for

Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01), April 2001, Vol. I, at
page 10.

13 Additional family status provisions include IRC § 25A(b) and (c), the Hope and Lifetime Learning Credits.
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Dependency exemptions reduce taxable income. For tax year 2001, the dependency
exemption amount is $2,900 for each dependent. In 1999, over 45 million returns claimed
dependency exemptions (see chart below).

TA B L E  2 . 1 . 1

1– SINGLE 3 – MFS 4 – HEAD 5 – WIDOW(ER) 6 – MFS
WITHOUT OF W/ DEPENDENT W/SPOUSE
SPOUSE HOUSEHOLD CHILD EXEMPTION

EXEMPTION TOTAL

Exemptions, 379,110 28,978 77,849 843,706
Children Away
From Home 

Exemptions, 1,248,168 556,103 14,247,963 82,757 12,827 42,361,488
Children at 
Home 

Exemptions, 277,449 18,015 1,801,040 2,075 2,603,472
Other 
Dependents 

Total for all filing statuses claiming dependent exemptions 45,808,666 

Five tests determine eligibility for claiming a dependency exemption: relationship or member
of household; citizen, national, or resident; joint return; gross income; and support: 

◆ The individual must have a specific familial relationship with the taxpayer or, for the
entire tax year, the individual must have been a member of the taxpayer’s household
and must have lived in the taxpayer’s home as his or her principal place of abode 14. 

◆ The individual must be either a U.S. citizen, national, or resident of the U.S.,
Canada, or Mexico15.

◆ The individual generally cannot have filed a joint tax return for the tax year in ques-
tion even if the other dependency tests are met.16

◆ The individual must have gross income of less than the exemption amount17 ($2900
for 2001) unless he or she is a child of the taxpayer who is under the age of 19 (24 if
a full-time student18). 

F A M I L Y  S T A T U S  I S S U E S

14 IRC § 152(a)
15 IRC § 152(b)
16 IRC § 151(c) Exception: if a joint return is filed by the dependent and his or her spouse merely as a claim for

refund and no tax liability would exist for either spouse on separate returns.
17 IRC § 151(c)(1)(A).
18 IRC § 151(c)(1)(B), A student must be a either a full-time student at a school that has a regular teaching staff,

course of study and regular student body, or a student taking a full-time on-farm training course by a state,
county, or local government, during some part of each of any 5 calendar months (not necessarily consecutive)
of the calendar year.
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◆ The taxpayer must have generally provided over half of the individual’s total
support.19

Internal Revenue Code section 152(e) addresses the case of a child of divorced or legally
separated parents or the case of a child whose parents live apart at all times during the last
six months of the calendar year. In these situations, the parent having custody of the child
for the greater portion of the year receives the exemption if the child receives over half his
support for the calendar year from his parents and is in the custody of one or both for over
half the year.20 The parent who is entitled to the dependency exemption under IRC §152(e)
may release the exemption to the noncustodial parent according to procedures established
by the Secretary of the Treasury21. An additional National Taxpayer Advocate family status
recommendation addresses issues related to the voluntary release of the dependency exemp-
tion under IRC § 152(e).

Additional rules apply when no taxpayer provides more than half of a person’s support.22 If
two or more taxpayers, each of whom meet all the exemption tests except for the support
test, together provide over half the person’s support, only one eligible taxpayer can claim
the exemption, and he/she must contribute over 10 percent of the person’s support. All oth-
ers contributing more than 10 percent of the person’s support must sign a written statement
agreeing not to claim the exemption for that year. Form 2120, Multiple Support
Declaration, is used for this purpose.

Head of Household filing status is generally for unmarried individuals who pay over half
the cost of keeping up a home for a qualifying person. Certain married individuals who
lived apart from their spouse for the last six months of the tax year may also be able to use
this status.23 About 16 million returns selected the Head of Household (HOH) filing status
for 1999 (HOH status claiming children away from home 77,849; HOH status claiming
children at home 14,247,963; and HOH status claiming other dependents 1,801,040).24
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19 IRC § 152(a) - The amount the taxpayer contributed to the person’s support must be compared with the
entire amount of support the person received from all sources, including support the person provided from
his or her own funds. Total support includes amounts spent to provide food, lodging, clothing, education,
medical and dental care, recreation, transportation, and similar necessities. Generally, the amount of an item
of support is the amount of the expense incurred in providing that item. Expenses not directly related to any
one member of a household, such as the cost of food for the household, must be divided among the mem-
bers of the household. Benefits provided by the state to a needy person generally are considered to be used
for support.

20 IRC § 152(e)(1)
21IRC § 152 (e)(2)
22 IRC § 152(c)
23 IRC § 7703(b)
24 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001. 
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Filing status is used to determine filing requirements, standard deduction and correct tax. It
is also used to determine eligibility for certain other deductions and credits. Head of house-
hold filing status usually results in a lower rate of tax than for the single status or married fil-
ing separately, and provides a larger standard deduction than either single or married filing
separately status (see chart below for a comparison).

TA B L E  2 . 1 . 2

TA X  Y E A R  2 0 0 1  R AT E S  B Y  F I L I N G  S TAT U S  A N D  I N C O M E  B R A C K E T

S I N G L E  M A R R I E D H E A D  O F
F I L I N G  H O U S E H O L D

S E P A R AT E LY  

Tax Rate Of Taxable Of Taxable Of Taxable
Income Up To Income Up To  Income Up To 

15% 27,050 22,600 36,250 

27.5% 65,550 54,625 93,650 

30.5% 136,750 83,250 151,650 

35.5% 297,350 148,675 297,350 

39.1% Of Taxable Of Taxable Of Taxable
Income Over Income Over Income Over

297,350   148,675   297,350 

To qualify for Head of Household filing status, the taxpayer must be unmarried (or con-
sidered unmarried on the last day of the tax year as defined in IRC § 7703), not a surviv-
ing spouse,25 and meet three tests - maintenance of household, principal place of abode,
and relationship. These tests are satisfied if:

◆ The taxpayer maintains a household in which he or she resides (except for tempo-
rary absences), by paying more than half the cost of keeping up the home for the
tax year.

◆ The home is the principal place of abode for a qualifying individual. 

◆ The qualifying individual is the taxpayer’s child, stepchild or grandchild who lives
with him or her for more than one-half the tax year (except for temporary
absences, such as school). However, if his or her child, stepchild or grandchild is
married at the end of the tax year, the taxpayer must be entitled to a dependency

F A M I L Y  S T A T U S  I S S U E S

25 IRC § 2(b)(1) 
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exemption deduction under IRC § 151 or would be entitled to one except for the
fact that the exemption is released to the noncustodial parent, or the noncustodial
parent is entitled to the exemption under a pre-1985 divorce or separate mainte-
nance decree26, or

The home is the principal place of abode for any other person who is a dependent of the
taxpayer, if the taxpayer is entitled to a deduction for the tax year for this person, under
IRC § 151.27

In addition, the taxpayer is eligible to claim head of household filing status if he or pays
more than one half the cost of maintaining a household for the tax year that is the princi-
pal place of abode of the father or mother of the taxpayer, as long as the taxpayer is enti-
tled to the dependency exemption deduction for the father or mother under IRC §151.28

The mother and/or father do not have to reside with the taxpayer.

The definition of “not married” under Internal Revenue Code section 7703(b) signifi-
cantly impacts the determination of head of household filing status for some taxpayers.
Certain married taxpayers living apart from their spouse may be considered unmarried on
the last day of the tax year and thus eligible to use the more favorable head of household
filing status.  To do so, all the following tests must be met:

◆ The taxpayer files a separate return. 

◆ The taxpayer maintains a household in which he or she resides, paying more than
half the cost of keeping up the home for the tax year.29

◆ The home is the principal place of abode for his or her child, stepchild or adopted
child for more than one-half the tax year (except for temporary absences, such as
school), or

◆ The home is the principal place of abode for his other foster child for the entire
year.30

◆ The taxpayer may claim a dependency exemption for his or her child under
IRC § 151 or would be entitled to one except for the fact that the exemption is
released to the noncustodial parent, or the noncustodial parent is entitled to the
exemption under a pre-1985 divorce or separate maintenance decree.31

◆ The taxpayer’s spouse did not live in this home during the last six months of the
tax year.32
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26 IRC § 2(b)(1)(A)(i).
27 IRC § 2(b)(1)(A)(ii).
28 IRC § 2(b)(1)(B).
29 IRC § 7703(b)
30 IRC § 7703(b)(1).
31 IRC § 7703(b)(1).
32 IRC § 7703(b)(3).
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The Earned Income Tax Credit33 is a refundable tax credit enacted in 197534 with the goal
of providing relief to the working poor from social security taxes35 and to create a greater
work incentive for low-income families.36

In 1997, the Earned Income Tax Credit (EITC) reduced the number of children living in
poverty by 2.2 million.37 Since 1975, the laws and administration of this credit have
grown increasingly complex (from a single line on the tax return for the EITC to a publi-
cation and schedule devoted solely to EITC instructions and computations).  The dollars
involved have also increased significantly (amount of this credit has expanded from a
maximum amount of $400 in 1975 to $3,888 in 2000).  

Taxpayers can qualify for the credit in two ways, “child-related” or “income-only.”  About
19.4 million taxpayers claimed $30.6 billion in EITC on 1998 tax returns (approximately
16.1 million claimed “child-related” EITC and 3.3 million claimed “income-only” EITC).38

Under the qualifying child(ren)39 rules, the qualifying child MUST have a valid social
security number (SSN) and meet three tests for determining eligibility for the Earned
Income Tax Credit: relationship, age, and principal place of abode:

◆ The qualifying child must be the taxpayer’s child, stepchild, adopted child, grand-
child, or eligible foster child.  (The child does not have to be the taxpayer’s
dependent unless he or she is married.)

◆  An eligible foster child for purposes of EITC is a child the taxpayer cared for as his
or her own child; who lived with the taxpayer for the entire tax year40 (except 
for temporary absences); and is the taxpayer’s brother/stepbrother, sister/stepsister,
stepchild, niece or nephew, or was placed by an authorized placement agency.

F A M I L Y  S T A T U S  I S S U E S

33 IRC § 32
34 Tax Reduction Act of 1975; Public Law 94-12; (H.R. 2166); Title II Sec 204, Reductions in Individual Income

Taxes, March 29, 1975.  During this period in history, the United States Economy experienced its sharpest
decline since the 1930’s.  As the economy situation deteriorated, unemployment rates rose – from 5.2 per-
cent in January 1974 to 8.2 percent in February 1975, which was the highest since 1941. Senate Report No.
94-36; 1st Session; H.R. 2166; March 17, 1975; II – Reasons for the Bill; Tax Reduction Act of 1975.

35 The Earned Income Tax Credit was to provide relief to workers with dependent children who pay little or no
income taxes but were subject to the social security payroll tax on their earnings.  Because it would increase
their after-tax earnings, the credit, in effect, was anticipated to provide an added bonus or incentive for low
income people to work, and therefore, of importance in inducing individuals with families receiving Federal
assistance to support themselves.  It was also expected to be effective in stimulating the economy because the
low-income people were expected to spend a large fraction of their increased disposable incomes.  Senate
Report No. 94-36; 1st Session; H.R. 2166, March 17, 1975; II – Reasons for the Bill – Earned Income Tax
Credit; Tax Reduction Act of 1975.

36 “The Tax Reduction Act of 1975 takes prompt and effective action to check the drastic downward slide in our
economy and to restore economic growth and move us closer to full employment.”  House of
Representatives Report No. 94-19; 94th Congress, 1st Session; H.R. 2166; February 25, 1975; II – Reasons for
the Bill; Tax Reduction Act of 1975.

37 Good News for Low Income Families: Expansions in the Earned Income Tax Credit and the Minimum
Wage, The Council of Economic Advisers, December 1998.

38 Improvements Are Needed in the Earned Income Tax Credit Recertification Program, TIGTA Report
Reference Number: 2001-40-030; December 2000; Background page 6 

39 IRC § 32(c)(3).
40 Requirement will change to more than one-half year effective after December 31, 2001; Public Law 107-16, §

303(e)(1).



L E G I S L AT I V E  RECOMMENDATIONS

S E C T I O N

TWO K E Y  R E C O M M E N D AT I O N S

88

◆ The qualifying child must be under the age of 19 at the end of the tax year, or a
full-time student under the age of 24 at the end of the tax year, or permanently
and totally disabled at any time during the tax year, regardless of age.

◆ The child must have lived with the taxpayer in the United States for more than
half of the tax year (all of the tax year if an eligible foster child41)

◆ A home can be any location where a taxpayer regularly lives within one of the 50
states or the District of Columbia.

◆ Military personnel (for purposes of EITC) who are stationed outside the United
States on extended active duty are considered to live in the United States during
that duty period.

The child tax credit reduces the tax liability of families with children, over and above the
deduction for the dependency exemption.  In 1999, nearly 24.6 million taxpayers claimed
$18.4 billion attributable to the basic child tax credit.42 When first enacted, this credit was
refundable only for families with three or more qualifying children, but the Economic
Growth and Tax Relief Reconciliation Act of 2001 makes this credit refundable for all
families.43 To claim the credit, taxpayers must meet relationship, age, dependency exemp-
tion, and citizen, national or U.S. resident tests.44

◆ The qualifying child must be the taxpayer’s child, stepchild, adopted child, grand-
child or eligible foster child.

◆  An eligible foster child is: a child the taxpayer cared for as his or her own child;
who lived with the taxpayer for the whole year45 (except for temporary 
absences); and is the taxpayer’s brother/stepbrother, sister/stepsister, a 
descendent of the individual’s brother/stepbrother or sister/stepsister, or a child
placed by an authorized placement agency.

◆  The child must be under the age of 17 at the end of the calendar year in which
the taxable year of the taxpayer begins.

◆ The taxpayer must be allowed a dependency exemption for the child
(under IRC § 151).

◆ The child must be a citizen or resident of the United States.
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41 Requirement changes to more than “one-half of such taxable year” effective after December 31, 2001, P.L.
107-16, Sec 303.

42 Tax Year 1999, Individual Returns Transaction File.
43 Economic Growth and Tax Relief Reconciliation Act of 2001; Public Law 107-16, Title II, Sec 201 – Tax

Benefits Relating to Children – Modifications to Child Tax Credit (effective for taxable years beginning after
December 31, 2000).

44 IRC § 24(c)
45 Requirement will change to more than one-half year effective after December 31, 2001; Public Law 107-16, §

303(e)(1).
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The child and dependent care credit46 can offset both regular tax and alternative mini-
mum tax.47 This credit is based on a percent of work related expenses paid to someone
(who is not claimed as a dependent by the taxpayer) to care for a dependent.  In 1999, 5.8
million taxpayers claimed this credit.48 Tests for this credit with regard to a child include:
qualifying individual, age limit, and dependency exemption. 

◆ A qualifying individual is either:

◆  any disabled person not able to care for him or herself whom the taxpayer can

claim as a dependent (or could claim as a dependent except that person had
gross income of $2,800 or more),

◆  a dependent child who is under the age of 13 at any time during the tax year,

◆  a dependent child regardless of age who is totally and permanently disabled.

◆ An exception to the dependency rule49 exists for children of divorced or legally sep-
arated parents (or if the taxpayer and spouse lived apart during the last six months
of the tax year).  Where the custodial parent releases the dependency exemption to
the non-custodial parent, the child can still be treated as the qualifying individual
of the custodial parent.  To meet this exception, the child may be a qualifying indi-
vidual for the custodial parent only if all five of the following conditions apply:

◆  The child resided with the taxpayer for a longer period of time during the tax
year, and,

◆  One or both parents provided over half of the child’s support for the tax year,
and,

◆  One or both of the parents had custody of the child for more than half of the
tax year, and,

◆  The child was under age 13 or disabled and unable to care for himself or 
herself, and,

◆  The noncustodial parent claims the child as a dependent under IRC § 152(e)(2)
(custodial parent releases claim to exemption for the tax year,) or IRC

§ 152(e)(4) (exception for certain pre-1985 instruments).
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46 IRC § 21 
47 A “special rule for 2000 and 2001” prevented this credit from being limited by AMT.  This provision (Ticket

to Work and Work Incentives Improvement Act of 1999, Public Law 106-170, H. R. 1180, signed 12/17/1999)
expires Dec. 31, 2001. H. R. 3090 has been introduced Oct. 11, 2001 to allow an extension of this nonre-
fundable credit against regular and minimum tax liability.  As of Nov. 14, 2001, it is still under consideration.  

48 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.
49 IRC § 21(e)(5).
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R E A S O N S  F O R  C H A N G E
The definition of the taxable unit is fundamental to the United States tax system.  The
family status provisions discussed here either define the taxable unit or provide benefits
based on a definition of the taxable unit.  Thus, family status issues must be resolved
before a taxpayer can determine his or her correct amount of tax for any given tax year.
These basic provisions – several of which constitute the taxpayer’s earliest entries on the
tax form50 — involve different tests and measure different variables, all to determine who
should claim tax benefits relating to the family.  This complexity is reflected in the high
examination and error rates for returns on which the Earned Income Tax Credit is
claimed, and for the large number of returns involving duplicate dependency exemptions
and Head of Household status claims.51

The IRS held 415,793 refunds for EITC52 issues in tax year 2000.  The IRS also sent
389,541 deficiency notices that were either agreed upon or later assessed,53 and issued
approximately 17,300 EITC deficiency notices involving accuracy-related penalties.54 IRS
adjusted three million accounts due to family status issues (dependency exemption, filing
status, EITC, Child Tax Credit and Child and Dependent Care Credit) under math error
notice authority55 in fiscal year 2000.

The consequences of “getting it wrong” with respect to these basic provisions are com-
pounded by the fact that so many other tax provisions key off the determination of
dependent and filing status.56 Personal and dependency exemptions rank third on the
Taxpayer Advocate Service list of the ten issues most litigated by taxpayers, discussed in
Appendix C of this report.  No fewer than four separate EITC issues appear on our list of
the most serious problems facing taxpayers (page 7).

F A M I L Y  S T A T U S  I S S U E S
RE

CO
M

M
EN

DA
TI

ON
S

50 Form 1040 and 1040A, page 1 lines 1 – 5 are Filing Status and line 6 is Exemptions.
51 Taxpayer returns claiming EITC with a dependent go through computer validity checks during initial pro-

cessing.  These checks verify against information contained on a database reported from the Office of Child
Support Enforcement, the states and the Social Security Administration.

52 Information from Report 1 – Exam Section Service Center Inventory – dated 05-25-01 Total number pro-
jected 470,160.  May report was last date W&I and SBSE combined data available. 

53 Information provided by the EITC Program Office.
54 Information provided by the EITC Program Office.  (Numbers include taxpayers who were assessed

fraud/accuracy related penalties under IRC §§ 6662 and 6663, imposed as a result of their disqualification
for the EITC during the 2 or 10-year ban period as provided for under IRC § 32(k)(1)(b).  The number of
fraud/accuracy related penalties specifically charged for the 2 or 10-year ban are not available. 

55 IRC § 6213 grants math error authority.  (Fiscal year 2001data not currently available.)     
56 A taxpayer disqualified as “not married” under IRC § 7703(b) not only loses a larger standard deduction,

but also eligibility for the earned income tax credit.  (IRC § 35(5)(d) Married individuals)  
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57 Economic Growth and Tax Relief Reconciliation Act of 2001; Public Law 107-16 § 303 (b) EITC to include
only amounts includible in gross income, (d) replace MAGI with AGI, (e) outlines the relationship test, and
(f) explains 2 or more claiming the qualifying child.    

58 Joint Committee on Taxation, Study of Overall State of the Federal Tax System and Recommendations for
Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01), April 2001;
American Bar Association, American Institute of Certified Public Accountants Tax Division and the Tax
Executives Institute; American Bar Association Section of Taxation, Government Submissions, ONLINE.
Available: http://www.abanet.org/tax/pubpolicy/2001/01simple/home.html. [12 Dec. 2001]; American Bar
Association Section of Taxation, Government Submissions.  Statement of Richard M. Lipton on the Subject
of Tax Simplification. ONLINE.  April 26, 2001.  Available at
http://www.abanet.org/tax/pubpolicy/2001/tes010126simpl/intro.html.  [12 Dec. 2001]. 

59 IRS Publication 17, Your Federal Income Tax, For use in preparing 2000 Returns.

There have been many attempts to simplify the rules and definitions related to family sta-
tus issues.  Most recently, the Economic Growth and Tax Relief Reconciliation Act of
200157 adopted helpful changes.  However, much more can be done to simplify this area
of the tax law.  Both the Joint Committee on Taxation and the leading tax professional
associations have recommended adopting a uniform definition of “qualifying child” for
various family status provisions.58

The use of different tests in determining eligibility for the various provisions with regard
to the same child causes confusion to the taxpayer, unintentional but critical errors on tax
returns and, ultimately either high noncompliance or the failure to make legitimate credit
claims.  Current application of the age test for various benefits for the same child illus-
trates the potential for confusion; the child tax credit age limit test is under seventeen
years of age; the dependency exemption and earned income tax credit age limit is under
the age of nineteen or under age twenty-four if a full-time student; and the age limit test
for the child and dependent care credit is under the age of thirteen.

Complex considerations and calculations are required for the taxpayer to determine eligi-
bility under the various provisions.  These complexities contribute to a high error rate.
For example, the current dependency exemption “support” test requires the completion of
a 22-line worksheet, and the reading of five pages of instructions.59 The worksheet directs
the taxpayer to compute:

◆ Total income of the person being supported (including taxable and nontaxable
income received, amounts borrowed during the year, plus the amount in savings
and other accounts at the beginning of the year); 

◆  Total household expenses (including rent, food, utilities, repairs); 

◆  Total such income and expenses for the dependent claimed (each person’s part
of the household expenses, clothing, education, medical and dental expenses);

◆  Amount the person provided for own support;

◆  Amount others provided for the person’s support, and amount taxpayer 
provided for the person’s support; and

◆  Amount the taxpayer provided for the person’s support (must be more than 
50 percent of the total in order to meet the test).
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Taxpayers are required to keep records, such as the information used to prepare this work-
sheet, in case there is a question about an item on the tax return.  If the return is exam-
ined, taxpayers will be asked to explain the items reported.60

To determine if a child qualifies the taxpayer for each benefit, the taxpayer must apply up
to five different tests in addition to the other rules required for that specific provision.  In
order to claim the child tax credit and the dependency exemption for Child A, the tax-
payer must provide over one half of the child’s support.  There is no support test for
determining eligibility for the earned income tax credit with regard to Child A.  In order
to claim the child and dependent care credit for Child A, the taxpayer must provide over
half the cost of maintaining the household during the time the expenses are incurred.  To
claim head of household filing status with Child A as a qualifying child, the taxpayer
must pay over half of the cost of maintaining the household for more than half the tax
year.

Of the 7.6 million math error notices issued for tax year 1999, approximately 44 percent
(or 3 million) contained these five family issues: EITC, Child Tax Credit, Child and
Dependent Care Credit, Dependent Exemptions and Head of Household Filing Status.61

The largest source of taxpayer errors is principally those related to eligibility of qualifying
children.  These errors are difficult and time-consuming for the IRS to verify.62 The over-
whelming volume and complexity of worksheets, instructions and forms discourage com-
plete and accurate claims by taxpayers.  For example, for the 2000 tax return, there are 12
publications, forms, instructions and schedules numbering over 200 pages63 that apply to
child-related provisions, not including Forms 1040/104A instructions. 
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60 IRC § 6001, Notice or Regulations Requiring Records, Statements, and Special Returns. Recordkeeping
requirements are explained in Publication 552, Recordkeeping for Individuals.

61 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.     
62 The following statistics were included in the Annual report from the Commissioner of the Internal Revenue

Service on Tax Law Complexity – June 5, 2000.  The Ten Most Frequently Made Math Error Report (1998)
listed EITC Figured or Entered Incorrectly as number 1 (9.3 percent) of total errors made, Taxpayer
Identification Number or Name for Dependent Exemption Does Not Match as number 2 (8.6 percent),
Identifying Number for Dependent Exemption Not Included as number 4 (5.0 percent), EITC Figured
Incorrectly due to Excluded Nontaxable Earned Income number 6 (4.2 percent) and Incorrect Filing Status
number 9 (2.8 percent).  The Ten Most Frequent Adjustments to Taxpayer Accounts report (1995) listed EITC
as number 1 or 11.9 percent.

63 Tax preparation reading materials for child-related provisions include Form 1040 Instructions, Publications 17,
501, 503, 504, 552, 596, 929, Forms 2120, 2441, 8332, 8812 and Schedule EITC.
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E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
In order to reduce complexity and burden on both the taxpayer and the IRS, the National
Taxpayer Advocate proposes the following revisions to create a uniform definition of 
“qualifying child” applicable to tax provisions relating to children and family status.

Definitions

A qualifying child is generally one who meets the relationship, age, and “principal place of
abode” tests described below.

An eligible individual is a person with respect to whom a child is a qualifying child (i.e. the
child meets the relationship, age, and “principal place of abode” tests). Internal Revenue
Code section 32, Earned Income Credit, makes use of the term “eligible individual” to
describe the filer of the tax return.  However, other Internal Revenue Code sections per-
taining to the family status provisions utilize the terms “individual” and “taxpayer” inter-
changeably.  Congress may want to consider conforming these terms in future tax law.    

Relationship Test

For purposes of all six family status provisions, define the term “child” as an individual
who bears one of the following relationships to the taxpayer:  

◆ a son/daughter or descendent (e.g., grandchild or great-grandchild);

◆ a stepson/stepdaughter or descendent (e.g., step-grandchild or step great-grand-
child);

◆ an adopted child; or

◆ an eligible foster child.  

Retain the definition of eligible foster child as provided for in current law.64 An eligible
foster child should be further defined as a child:

◆ who is placed in the home by an authorized placement agency or under a state
court decree (including an order of temporary custody); or

◆ whose caretaker is recognized as the custodian (in a generic sense) of the child by
agencies providing benefits such as food stamps or supplemental social security on
behalf of that child, eligibility for such benefits having been investigated by a gov-
ernmental agency (federal, state or local). 
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64 IRC § 152(b)(2) generally provides that in determining whether any of the relationships (for dependent)
exists, a foster child of an individual (if such child satisfies the requirements of subsection § 152(a)(9) with
respect to such individual) shall be treated as a child of such individual by blood.  IRC § 152(a)(9) states “An
individual (other than an individual who at any time during the taxable year was the spouse, determined
without regard to section 7703, of the taxpayer) who, for the taxable year of the taxpayer, has as his principal
place of abode the home of the taxpayer and is a member of the taxpayer’s household.”  Exception: The
proposal changes the requirement for the qualifying child to reside with the taxpayer for the entire year to
one half year.
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Each year, foster children are claimed as dependents on a significant number of returns
(1,710,828 million in 1999).65 This proposal will expand the definition of “eligible foster
child” as described in IRC § 32 for EITC.66 The proposal recognizes that many taxpayers
care for children in their homes without the formal intervention of a placement agency
but with some involvement by state or local agencies that administer benefits for those
children.  In many instances, the state or local agency has conducted an extensive investi-
gation before awarding benefits.  The IRS should be able to rely on the results of such
investigations in much the same way it can rely on placement of a child by an “author-
ized placement agency” under present law. 

Age Limit

A qualifying child of the taxpayer should be under age 19 (24 if a full time student),
except for purposes of the child and dependent care credit, which limit should remain at
age 13.  The age restrictions for permanently and totally disabled children of the taxpayer
as defined in Internal Revenue Code section 22(e) should be eliminated for purposes of
claiming the dependency exemption and the child tax credit, to bring them into conform-
ity with the other family status provisions.  

This recommendation increases the age limit for purposes of the child tax credit from age
17 to age 19 (or age 24 for full-time students).  The proposal eliminates the age restrictions
for claiming the child tax credit based on a permanently and totally disabled qualifying
child.  We estimate that the number of returns claiming the child tax credit may increase
by about 351,000 per year.67 The estimated cost of this increase in the child tax credit age
requirement is $433 million annually in credit allowable.68 Statistics are not available to
show how many additional permanently and totally disabled qualifying persons could be
claimed as a result of this proposal.

The recommendation does not impact the number of claimants for the dependency
exemption and for head of household filing status (including those claiming permanently
and totally disabled qualifying persons) because the recommendation merely groups oth-
erwise qualifying persons into “children” and “other than children.”  As in the recommen-
dation, there is currently no age limit for claiming EITC based on a permanently and
totally disabled qualifying child.69
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65 Tax Year 1999 Information Returns Transaction File.
66 Effective for tax years beginning after 1999, IRC § 32(c)(3)(B)(iii) defines an eligible foster child as an individ-

ual who is the taxpayer’s brother, sister, stepbrother, stepsister or a descendant of any such relative; or who is
placed with the taxpayer by an authorized placement agency; and the taxpayer cares for as his or her own
child; and who lives with the taxpayer for the entire taxable year.  Prior tax law did not require the eligible
foster child to be related to the taxpayer, however, as with current law, the child must have lived with the
taxpayer the entire year.  Effective for tax years beginning 1/1/2002, Public Law 107-16, § 303 amends IRC §
32 to require the eligible foster child to reside with the taxpayer for more than one half of the tax year.

67 IRS, W & I, Office of Research Group 3. Data extracted August 2001.
68 Id.
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“Principal Place of Abode” Test 

For all six family status provisions, a qualifying child should be required to reside with the
taxpayer for more than one half of the year in a home within the United States that is the
taxpayer’s principal place of abode.  As currently provided for in the EITC statutes, a
member of the Armed Forces shall be treated as having a principal place of abode in the
United States for any period of time he/she is stationed outside the United States on
extended active duty (Under this section, “extended active duty” means any period in
excess of 90 days or for an indefinite period.).70 Current provisions regarding the child’s
temporary absences from the home under Treas. Reg. § 1.152-1(b) would also apply.71

However, the law should make clear that institutionalized care for permanently and total-
ly disabled children will be treated as a temporary absence for purposes of the residency
requirement.  The National Taxpayer Advocate does not support disqualifying permanent-
ly and totally disabled children solely on the basis of their gross income, since their fami-
lies incur additional costs in obtaining in-home or institutionalized care, and since, if
these children’s gross income is too high, they lose substantial disability, Medicaid, and
vocational and rehabilitation benefits.72

Under the proposal, a foster child would also be subject to the six-month residence
requirement.  This proposal would amend the current law’s requirement that the foster
child reside with the taxpayer for the entire year.73 Currently, Public Law 107-16 allows the
six-month rule for EITC claimants only, effective for tax years beginning January 1, 2002.   
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69 IRS, W & I, Office of Research Group 3. Data extracted August 2001.
70 IRC § 32(c)(3)(C) (iii) provides that an individual meets the age requirements of this subparagraph if the indi-

vidual is permanently and totally disabled 
71 IRC § 32(c)(3)(E)
72 Treas. Reg. § 26 Section 1.152-1(b)
73 The Social Security Administration uses a threshold amount to measure whether a disabled person’s annual

earnings are high enough to replace his/her Supplemental Social Security (SSI) and Medicaid benefits.  This
threshold differs on a state-by-state basis, but ranges from as little as $14,690 for the State of Arizona to
$36,750 for the State of New Hampshire. Social Security Administration, Office of Support Programs,
Continued Medicaid Eligibility (Section 1619 (B)). ONLINE.  Available:  http://www.ssa.gov/work/Resources
Toolkit/Health/1619b.html.
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This proposal expands the EITC, Head of Household, and IRC § 7703(b) “principal place
of abode” tests and applies the expanded test to the dependency exemption, child tax
credit, and child and dependent care credits.  The proposal retains the current rules per-
mitting a dependency exemption for children residing in Canada, Mexico or contiguous
countries.74 The National Taxpayer Advocate believes that extension of the “contiguous
country” rule to the Head of Household or EITC provisions is a tax policy rather than a
tax administration decision best left to Congress.  However, the National Taxpayer
Advocate notes that retaining these rules creates confusion and complexity for taxpayers
who can claim a child as a dependent but not for Head of Household or EITC purposes,
and she encourages Congress to review this issue.

Tie-Breaker Rule 

The proposal retains the revised Earned Income Tax Credit tie-breaker rules and extends
their application to each of the other family status provisions for determining eligibility
with respect to a “qualifying child.”75 Thus, a parent who is an “eligible individual” with
respect to his or her qualifying child “trumps” any other taxpayer who is also an “eligible
individual” with respect to that child.  For example, where a child, parent, and grandpar-
ent share the same principal place of abode, and the child meets the “age” test, the parent
will be considered the “eligible individual” for purposes of the family status provisions. 

The National Taxpayer Advocate recognizes that the extension of the tie-breaker rule may
have adverse consequences for some taxpayers.  For example, the grandparent in a multi-
generational household may be providing more than half of the support for the grand-
child and of the cost of maintaining a home.  The tie-breaker rule, on its face, would pre-
vent that grandparent from claiming the tax benefits of the dependency exemption, the
head of household status, and the earned income tax credit.  The National Taxpayer
Advocate recommends that the legislative history to these provisions acknowledge the
trade-offs between simplicity and specificity.  

F A M I L Y  S T A T U S  I S S U E S
RE

CO
M

M
EN

DA
TI

ON
S

K E Y  R E C O M M E N D AT I O N S

74 Treas. Reg. § 1.152-2 provides that to qualify as a dependent an individual must be a citizen or resident of the
United States or be a resident of the Canal Zone, the Republic of Panama, Canada, or Mexico or, for taxable
years beginning after December 31, 1971, a national of the United States.  A resident of the Republic of the
Philippines who was born to or legally adopted by the taxpayer in the Philippine Islands before January 1,
1956 when the taxpayer was a member of the Armed Forces of the United States, may also be claimed as a
dependent if he/she otherwise qualifies.

75 Economic Growth and Tax Relief Reconciliation Act of 2001, P.L. 107-16 [H.R. 1836]; Title III, § 303(f),
(effective for taxable years beginning after Dec. 31, 2001) applies the new tie-breaker rule to EITC only.  It
provides that when two or more taxpayers are otherwise eligible to claim the same qualifying child, the
hierarchy of eligible individual is (1) parent of the child, (II) parent with whom the child resided for the
longest period of time during the taxable year if a joint return is not filed, (III) parent with the highest
adjusted gross income if the child resided with both parents for the same amount of time during the taxable
year; (IV) taxpayer with the highest adjusted gross income.
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The tie-breaker rule achieves significant simplification, the need for which is evidenced by
the substantial resources currently expended in IRS audits and court cases involving this
issue.  An IRS EITC Compliance study shows that taxpayer returns with qualifying child
errors accounted for 65 percent of the $4.4 billion in over-claims.  Of this amount, 18
percent or $780 million is associated with errors in applying the “adjusted gross income
(AGI) tie-breaker” rule.76

Under the proposal, a parent who is an eligible individual and lives in a multigenerational
household does not have to claim his or her qualifying child.  Instead, a grandparent
could claim the child as “other than a qualifying child” (rather than as her grandchild)
and would have to meet all the current tests for the dependency exemption and head of
household status, respectively.  If a parent/eligible individual “opts out” of eligible indi-
vidual status, the “opt out” is applicable for all six family status tax benefits.  This require-
ment will reduce “gaming” the system and “allocation” of benefits among taxpayers. 

In the case of divorced or otherwise separated parents, the parent who has physical cus-
tody of the child for the longest period of time during the tax year would receive the tax
benefit if otherwise allowable.  (See the discussion in the following section about the cus-
todial parent’s ability to release the dependency exemption to the noncustodial parent.)
When both parents have equal custody of the child and are otherwise eligible individuals,
for example, unmarried parents living in the same household, the Taxpayer Advocate
believes that the extension of the tie-breaker rule should apply.  That is, the tax benefit
would go to the parent with the higher adjusted gross income (AGI).77

The recommendation does not change the current law requirement that the qualifying
child, for purposes of the child and dependent care credit, live with the taxpayer during
the time the expenses were incurred.  The individual paying the child’s expenses would
receive the benefit as long as the other tests for the credit are met, including the require-
ment that the taxpayer be an “eligible individual” with respect to the qualifying child.  
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76 “Earned Income Tax Credit: IRS’ Tax Year 1994 Compliance Study and Recent Efforts to Reduce
Noncompliance,” General Accounting Office, GAO/GGD-98-150, July 1998.

77 Economic Growth and Tax Relief Reconciliation Act of 2001, P.L. 107-16 [H.R. 1836]; Title III, § 303(f)
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Support and “Cost of Maintaining a Household” Tests 

The proposal eliminates the support test required for claiming a “qualifying child” for
purposes of the dependency exemption, child tax credit and child and dependent care
credit.  The recommendation further eliminates the “cost of maintaining a household”
test for purposes of claiming the child and dependent care credit, head of household fil-
ing status and unmarried status under Internal Revenue Code section 7703(b).  Thus, for
all six family status provisions, the “principal place of abode” test would replace both the
support and “cost of maintaining a household” tests.  The “tie-breaker” rule (see above)
would apply to this provision.

This provision would simplify procedures for millions of filers.  In 1999, 43 million tax-
payers claimed dependent children, constituting 94% of all filers who claimed depend-
ents.78 The 2.6 million filers who claim dependents “other than children” would still be
held to the support test.  The proposal would greatly reduce the tax preparation burden
related to children by eliminating the need for 43 million taxpayers to complete the
Worksheet for Determining Support, the worksheet for Cost of Keeping Up a Home, as
well as Form 2120, Multiple Support Declaration. 

Not everyone would benefit from this effort to simplify the tax law.  Taxpayers who pay a
substantial amount to support children who do not live with them would still not be able
to automatically claim the various family status benefits.  For the 1999 tax year, only
843,707 returns claimed “children who did not live with you” as dependents (versus over
42 million returns that claimed “children who lived with you”).79 While the recommenda-
tion retains the “custodial” parent’s right to release the exemption to the non-custodial
parent with a written waiver, the National Taxpayer Advocate is proposing a significant
change to that provision under a separate legislative proposal later in this section.80
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78 A total of 45,808,668 taxpayers claimed dependents including those dependents “other than children” on
their 1999 return. Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.

79 IRS, W & I, Office of Research Group 3, Data from Compliance Research Information System (CRIS).
80 See Legislative Proposal, Family Status Issue – “Voluntary” Release of Exemption by Custodial Parent in this

report.
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Where parents separate for less than the last six months of the tax year, the non-custodial
parent would lose the option to claim the dependency exemption for the child available
under present law if he/she paid more than half of the child’s support.  For example, a
non-custodial father who paid all of the support of the son who continued to live with
the mother after their separation in October (three months) of the taxable year (no
divorce or legal/written separation agreement) is eligible to claim a dependency exemp-
tion for the son under current law for the following reasons:

◆ Internal Revenue Code section 7703(b) defines “not married” individuals, in addi-
tion to other provisions, as those married individuals who during the last six
months of the taxable year, “such individual’s spouse is not a member of such
household.”81 Consequently, if the individuals are separated for less than the last six
months of the taxable year, they are considered as married.

◆ The provisions of Internal Revenue Code section 152(e) do not apply to married
taxpayers who have not lived apart at all times during the last six months of the
year.82 (This section of the code deems the custodial parent — the mother in the
example — to have supplied over half of the support required to claim the depend-
ency exemption for the child.)

Thus, under the provisions of Internal Revenue Code section 152(a) the noncustodial
father is eligible to claim the dependency exemption for the child because he paid over
half of the child’s support.

The recommendation would award the dependency exemption to the parent who had
physical custody of the child for the longest period of time during the tax year — in this
example, the mother (see Tie-Breaker Rule above).  In this instance as well, the custodial
parent retains the right to voluntarily release the exemption to the non-custodial parent
by executing a written release.

This recommendation would affect a relatively small number of taxpayers.  For tax year
1999, approximately 43 million returns were filed claiming dependent children.  Of this
amount, approximately 29,000 (or .07 percent) returns were filed by taxpayers using the
“married filing separate” status and claiming a dependency exemption(s) for children who
did not live with them.83
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81 IRC § 7703(b)(3)
82 IRC § 152(e) provides that in the case of parents who are divorced, legally separated under a decree of

divorce or separate maintenance, separated under a written separation agreement or who live apart at all times
during the last 6 months of the calendar year, the parent having custody of the child for the greatest portion
of the taxable year is deemed to have furnished over half of the child’s support during the calendar year, thus
meeting the support test to claim the dependency exemption.

83 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.
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To partially address the negative impact inherent in this recommendation, we are also sub-
mitting a separate recommendation that will allow the head of household filing status to
noncustodial parents who pay substantially all required child support during the calendar
year (see Legislative Recommendations, Family Status Issue - Head of Household). 

Gross Income Test 

The legislative recommendation proposes a modest change to the current gross income
test applicable to the dependency exemption.84 That is, a child under the age of 19 (24 for
full-time students) could be considered a qualifying child regardless of income.  This test
should be eliminated for permanently and totally disabled children, regardless of their
age.  Since the recommendation expands the definition of “child,” the gross income test
would no longer apply to some of the relationships subject to the test under current law,
e.g. grandchildren.  Under current law, only the son, stepson, daughter, or stepdaughter of
the taxpayer is considered as a “child” for the gross income test purposes.

Conclusion

The National Taxpayer Advocate has long supported efforts to consolidate and simplify
the rules contained in the tax provisions relating to children and family status.  Although
there may be a small number of taxpayers who lose benefits as a result of some of the
proposed changes, it is the opinion of the National Taxpayer Advocate that the benefits of
conforming these rules far outweigh any benefits lost as a result of the modifications.
While the National Taxpayer Advocate proposals retain the current (complex) statutory
tests for family arrangements not involving children, the National Taxpayer Advocate
believes that the proposals achieve simplicity and clarity for the vast majority of taxpayers
claiming benefits under these provisions.

Not only will taxpayer burden be significantly reduced if these proposals are adopted, but
disputes between taxpayers and with the IRS (including litigation) will drastically decline
by clear and consistent rules regarding family status.  If these recommendations are enact-
ed along with the other “family status” proposals set forth in this report, a substantial
number of taxpayers will no longer face uncertainty and confusion about what are their
tax obligations.  Further, the provisions are intuitively sound and recognize the diversity
of familial arrangements present in the United States today. 
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84 IRC § 151(c)(1) allows a taxpayer to claim an exemption for a dependent as described in IRC § 152 if the
dependents gross income does not exceed the exemption amount.  This gross income test does not apply to
a “child” of the taxpayer who is under the age of 19 at the close of the calendar year, or a student under the
age of 24 at the close of the calendar year.
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P R O B L E M
Under current law, certain taxpayers cannot claim dependents or use the Head- of-House-
hold filing status because they receive means-tested public assistance such as food stamps
and Medicaid, and are required to include the value of these benefits when figuring total
support.  If the value of these benefits and other third party payments exceeds the
amount the taxpayer is providing for support of a dependent or maintenance of the
household, the taxpayer cannot claim a dependency exemption or Head of Household 
filing status, respectively.

E X A M P L E
A taxpayer has two children and earns minimum wage.  She works 40 hours each week
and earns $10,712 annually.  The taxpayer’s income is 77 percent of the federal poverty
level for a family of three ($13,874).85 The taxpayer applies her entire paycheck toward 
her family’s basic living expenses, but still requires some public assistance – food stamps,
subsidized housing, daycare, and children’s health insurance payments – to get by.
Because the total value of these means-tested government benefits is greater than the
amount the taxpayer pays for support and household maintenance, she is unable to claim
her children as dependents or the head of household filing status.

R E C O M M E N D AT I O N
Amend Internal Revenue Code sections 152, 2(b), and 7703(b) to provide that means-test-
ed public benefits are excluded from the computation of support in determining whether
a taxpayer is entitled to claim the dependency exemption and from the cost of mainte-
nance test for the purpose of head-of-household filing status or “not married” status.  

M E A N S - T E S T E D
P U B L I C
A S S I S TA N C E
A N D  O T H E R
G O V E R N M E N T
B E N E F I T S

S U M M A R Y

F A M I L Y  S T A T U S  I S S U E S

85 U.S. Census Bureau - Minimum wage rate September 1, 1997 $5.15 per hour yields $10,712 yearly income
before taxes.  Poverty 2000 - Poverty Thresholds in 2000 by size of family and number of related children
under 18 years.  The poverty level for a three-person family with two children is $13,874.
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P R E S E N T  L A W
Internal Revenue Code sections 151 and 152 provide that a taxpayer is eligible to claim
an individual as a dependent if, among other tests, he or she pays over half of that per-
son’s total support during the calendar year (support test).  Total support includes
amounts spent to provide food, lodging, clothing, education, medical and dental care,
recreation, transportation and similar necessities.86

Internal Revenue Code section 2(b) allows a taxpayer who is unmarried87 at the close of
his or her taxable year to claim Head of Household filing status if during the taxable year
the taxpayer, among other tests, paid more than half the cost of keeping up a home in
which resides a person with the requisite relationship to the taxpayer (maintenance of
household test)88.  Where the requisite relationship is not present, the taxpayer must also
be eligible to claim the individual as a dependent, subject to the support test, in order to
claim head-of-household filing status.  The cost of maintaining a home includes such
expenses as rent, mortgage interest, property taxes, insurance on the home, repairs, utili-
ties, and food.89 

In determining if the taxpayer provides over half the dependent’s support, his or her con-
tributions toward the support of the dependent must be compared to the entire amount
of support the dependent receives from all sources.  Similarly, the total amount the tax-
payer pays toward maintaining a home for the dependent must be more than the amount
others pay for the year.  Means-tested benefits such as welfare payments, food stamps and
subsidized housing, which are used toward the dependent’s support or home maintenance
costs, are considered to be provided by the government.  

R E A S O N  F O R  C H A N G E
Certain low-income taxpayers are not eligible to claim a dependency exemption or head of
household filing status.  This situation arises when a taxpayer does not provide more than
half the support of the dependent nor pay more than half the cost of maintaining a home
that was the main home of the dependent because means-tested benefits are included in
the total support or maintenance of household determination as required by current law.

M E A N S - T E S T E D
P U B L I C
A S S I S TA N C E
A N D  O T H E R
G O V E R N M E N T
B E N E F I T S

D E TA I L E D
E X P L A N AT I O N
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86 Treas.Reg. § 1.152-1 General Definition of Dependent.
87 IRC § 7703 Determination of Marital Status.  An “individual legally separated from his spouse under a decree

of divorce or separate maintenance shall not be considered as married.”  In addition, certain individuals living
apart are considered not married if – 1.)  an “individual who is married and who files a separate return main-
tains as his home a household which constitutes for more than one-half of the taxable year the principal place
of abode of a child (within the meaning of § 151(c)(3)) with respect to whom such an individual is entitled to a
deduction for the taxable year under § 151 (or would be so entitled but for paragraph (2) or (4) of § 152(e)),
Such individual furnishes over one half the cost of maintaining such household during the taxable year, and
3.) during the last 6 months of the taxable year, such individual’s spouse is not a member of such household,
such individual shall not be considered as married.”

88 IRC § 2(b)(1)(a).
89 Treas.Reg. § 1.2-2 Definition and Special Rules.
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For example, a custodial mother working for minimum wage must file as married filing
separate because her incarcerated husband refuses to cooperate in obtaining a divorce.
The taxpayer receives public assistance, including subsidized housing and Temporary
Assistance for Needy Families (TANF) under the “workfare” program.  Her government-
provided assistance equals more than half the cost of keeping up a home for her depend-
ent child, even though the taxpayer’s entire paycheck goes toward the family’s living
expenses.  The taxpayer is unable to meet the maintenance of household test, due to the
inclusion of the assistance.  Thus, the taxpayer is ineligible for head of household filing
status, even if she meets all other tests under that provision.  Because she does not pro-
vide more than half the cost of maintaining her home, she will not be considered
“unmarried” under IRC § 7703(b) and must file as married filing separate.  Thus, she will
also lose the benefit of the earned income tax credit because of her ineligible filing status
(married filing separate).

It is not possible to state with finite accuracy the number of persons not claimed as
dependents because of receipt of public assistance, nor is it possible to state the number
who were incorrectly claimed who received public assistance.  However, we used census
data to estimate the number of people (adults and children) who could not be claimed as
dependents due to public assistance, and the number of individuals who could not claim
Head of Household status because they, themselves, received public assistance.90

We estimate that approximately 1.4 million adults and children (518,000 children and
882,000 adults, 18 and over) could not be claimed as dependents for calendar year 1999
because of receiving public benefits.91 Allowing these additional dependent exemption
claims would result in a projected cost of about $196 million.92

The data also shows that during 1999, there were 282,000 taxpayers that were ineligible to
claim the head of household filing status because they received public assistance.  The
estimated cost of allowing head of household filing status to this group of individuals
is negligible.93

F A M I L Y  S T A T U S  I S S U E S

90 IRS W & I Office of Research: The poverty level determined by the Bureau of Census for year 2000 was
$9,000 for a single person.  

91 Id.  The estimate of 1.4 million adults and children is derived from the group of 31 million persons who are
defined as in poverty, of which 4.4% are below the 50% poverty benchmark (receive less than $4,500 in total
income during the tax year) and are far more likely to be in public assistance programs. 

92 Tax Year 1999, Compliance Research Information System (CRIS), Model IFM 2001.  Cost estimates for these
additional dependents were calculated based on the effective tax rate (tax paid divided by total income) of the
filing population split by deciles.  The filers of returns projected to be eligible for means tested assistance were
prorated among the tax rates for the deciles of Adjusted Gross Income.  The cost was then determined by mul-
tiplying the reduction in taxable income amount of each eligible return for an additional exemption by the
effective tax rate for each adjusted gross income decile.  The cost for the projected number of 518,000 children
which could be claimed as dependents, in terms of reduced tax, is computed to be zero because the assump-
tion was made that the parents would have to have limited income for their children to receive means tested
assistance.  In terms of EITC, the additional cost is also computed to be zero because there is no support test
for EITC so this group of individuals should already be receiving it.

93 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.  The projected number of
filers of returns eligible to claim means tested assistance was computed by determining the number in the lowest
50 percent of poverty level filers, in accordance with family size.  The projected cost is negligible because the
average tax rate for single, married filing separate, and head of household filers in this category is  $0.
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E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
In this report, the National Taxpayer Advocate proposes a legislative recommendation to
eliminate the support test requirement for determining if the taxpayer’s child will qualify
as a dependent, and the household maintenance test when a child qualifies a taxpayer for
head of household status.94 If enacted, the need for this current recommendation for
those taxpayers who claim their children as dependents will be negated.  However, to
enable taxpayers who claim “other than children” (in addition to those claiming children
under current law) to receive the tax benefits of a dependency exemption deduction or
head of household filing status, means-tested public assistance and other government ben-
efits should be excluded from the computation of support and the cost of maintaining
the home.

In 1996, Congress enacted the Personal Responsibility and Work Opportunity Relief Act
(Public Law 104-193) which replaced the Aid to Families with Dependent Children
(AFDC) program with Temporary Assistance for Needy Families (TANF).  The underlying
goal of this new program is to require individuals receiving welfare to participate in the
workforce, to become self-sufficient and independent, and to increase the stability of fam-
ilies.95 The National Taxpayer Advocate proposal to amend Internal Revenue Code sec-
tions 152, 2(b), and 7703(b) to exclude means-tested benefits from their various eligibility
tests would bring tax laws pertaining to the determination of family status into conformity
with the United States welfare policy.

The National Taxpayer Advocate recommends that Internal Revenue Code sections 152,
2(b), and 7703(b) be amended to:

◆ Provide that means-tested public benefits are excluded from the computation of
support in determining whether a taxpayer is entitled to claim the dependency
exemption; and

◆ Provide that means-tested public benefits are excluded from the cost of mainte-
nance test for the purpose of head-of-household filing status or “not married” status.
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94 See Legislative Recommendations, Family Status Issue – Uniform Definition of a Qualifying Child.
95 U.S. Department of Health and Human Services, Office of Child Support Enforcement – The Personal

Responsibility and Work Opportunity Reconciliation Act of 1996.  (HHS Fact Sheet)
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P R O B L E M
Internal Revenue Code section 152(e) establishes specific rules for who, between divorced
or otherwise separated parents, may claim a child as a dependent for federal income tax
purposes.  Generally, if all other conditions of IRC § 152(e)(1) and (2) are met, the tax-
payer who has custody of the child for the greater portion of the year is entitled to the
dependency exemption.  In these situations, the “noncustodial” parent can only claim the
dependency exemption if the “custodial” parent signs a written release covering the tax
year in question, and the noncustodial parent attaches that release to his or her tax return. 

The courts in 35 states have held that they have authority to allocate the dependency
exemption between spouses who are before them in a divorce or custody case.  Taxpayers
who are otherwise entitled to the dependency exemption must chose between claiming
their tax benefits under federal tax law and violating a state domestic relations court order.

E X A M P L E
A state court granted a mother custody of her child.  At the time of the suit, the mother
earned less than the noncustodial father.  She satisfied all of the other requirements for
claiming the dependency exemption under IRC § 152(e).  Against the mother’s wishes
and over her objections, the judge ordered the dependency exemption to be given to the
noncustodial father.  The mother cannot claim the dependency exemption without being
considered in contempt of the state court order, although she meets all the federal
requirements for claiming the exemption on her federal income tax return.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 152(e)(2) to clarify that a custodial parent who is
eligible to claim the dependency exemption under that section must voluntarily sign a
written release of the dependency exemption to the noncustodial parent.  Further, explic-
itly state that the dependency exemption cannot be allocated by state domestic relations
courts, nor can taxpayers be ordered by such courts to relinquish the dependency exemp-
tion absent a voluntary agreement by the custodial parent.

V O L U N TA R Y
R E L E A S E  O F
D E P E N D E N C Y
E X E M P T I O N  
B Y  C U S T O D I A L
P A R E N T

S U M M A R Y

F A M I L Y  S T A T U S  I S S U E S
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P R E S E N T  L A W
Internal Revenue Code section 152(e) contains provisions for claiming a child as a
dependent for federal tax purposes in the case of divorced or separated parents.  Congress
amended IRC § 152(e) in the Deficit Reduction Act of 198496 to simplify the rules under
which parents determine who is entitled to properly claim the dependency exemption.  

Prior to 1984, a noncustodial parent could claim the dependency exemption if a state
court order or written agreement between the parties awarded the dependency exemption
to the noncustodial parent and the noncustodial parent provided at least $600 in support
for the child during the year in question.  Alternatively, the noncustodial parent could
claim the dependency exemption if he or she provided $1,200 or more in support of each
child and the custodial parent did not clearly demonstrate that he or she provided more
support for the child or children.97

For tax years beginning after December 31, 1984, IRC § 152(e) provides a special rule for
parents who are divorced or legally separated, or have lived apart at all times during the
last six months of a calendar year.  In these situations, the parent having custody of the
child for the greater period of time during that year (the “custodial parent”) is entitled to
the exemption for his or her child if the child is in the custody of one or both parents for
more than one-half of the calendar year, and the child receives over half of his or her sup-
port during the calendar year from the parents.  However, the noncustodial parent98 can
claim the exemption for the child if the custodial parent signs a written declaration that
he or she will not claim the child as a dependent for that calendar year.  

To claim the dependency exemption, a noncustodial parent must attach to his or her
income tax return “a written declaration from the custodial parent stating that he or she
will not claim the child as a dependent for the taxable year beginning in such taxable
year.”99 The custodial parent may make such a declaration on Form 8332, Release of
Claim to Exemption for Child of Divorced or Separated Parents, or on a substitute state-
ment that provides substantially the same information as Form 8332.  The release may
specify that it covers the current tax year, specific years, or all future years.

The provision also permits a non-custodial parent to continue to claim a tax exemption
for a dependent child in cases of certain pre-1985 instruments.100

96 Public Law 98-369, sec. 423(a), 98 Stat. 799
97 IRC § 152(e)(2), prior to amendment by the Deficit Reduction Act of 1984.
98 The noncustodial parent is the parent who has custody of the child for the shorter part of the year (or not at

all). IRC § 152(e)(2).
99 Treas. Reg. § 1.152-4T(a), Q&A 3.
100 IRC § 152(e)(4).
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R E A S O N S  F O R  C H A N G E
In enacting the 1984 changes to the dependency exemption rules applicable to divorced
or separated parents, Congress noted that the prior rules were often subjective and
dragged the IRS into disputes between parents, each of whom claimed he or she provided
the requisite amount of support.  “The Congress wished to provide more certainty by 
allowing the custodial spouse the exemption unless that spouse waives his or her right to claim the
exemption.  Thus, dependency disputes between the parents will be resolved without the
involvement of the Internal Revenue Service.”101 (Italics added.) 

Since 1984, courts in 41 states have published opinions on the question of whether a state
court has the authority to allocate the federal dependency exemption between the parents
in a domestic relations proceeding.  Eight states hold that they do not have authority to
award the dependency exemption according to their own determinations, regardless of the
fact that one parent qualifies for the exemption under the provisions set forth in
IRC § 152(e)(2) and has not agreed to release the exemption to the noncustodial parent.  

Over the years, state courts have determined that the dependency exemption can be
awarded to the noncustodial spouse as incentive for that spouse to pay current child sup-
port102 or because the exemption will bring about a greater tax benefit for the noncustodial
spouse103 or will maximize the financial resources available to the entire family unit.104

Other courts have conditioned the allocation to the noncustodial parent on that parent’s
continuing payment of all court-ordered child support.105

In Cross v. Cross, the Supreme Court of Appeals of West Virginia found the 1984 amend-
ment to IRC § 152(e) “entirely silent concerning whether a domestic court can require a
custodial parent to execute a waiver, and this silence demonstrates Congress’s surpassing
indifference to how the exemption is allocated as long as the IRS doesn’t have to do the
allocating.”106 The court further noted that it found nothing in the legislative history of
the 1984 amendment that precludes a state trial court from exercising its equitable power
and ordering the custodial parent to execute the required waiver as an “integral part of set-
ting child support.”107

F A M I L Y  S T A T U S  I S S U E S

101 H. R. 98-432 (Part 2), at 1498 (1984).
102 Serrano v. Serrano, 213 Conn. 1 (1989)
103 Rolek v. Rolek, Iowa 555 NW 2d 675 (1996)
104 Motes v. Motes, Utah 786 P2d 232 (1990)
105 Peacock v. Peacock, Wash 54 Wash App 12 (1989)
106 Cross v. Cross, 178 W.VA 563, 571 (1987) 
107 Id. at 572.
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The Supreme Court of Georgia, on the other hand, held in Blanchard v. Blanchard that
where a state forcibly takes the tax exemption from a custodial parent who has earned
income, “that parent’s income becomes subject to unauthorized tax liability.  The state
would be exerting the power of taxation, and that power ‘“is not subject to state
control.’”108 The Georgia court noted that the statute’s purposes of achieving “certainty”
and easing the IRS’s administrative burden would be defeated if state courts were able to
make federal decisions.

There can be no “certainty” or uniformity in taxation in our mobile society, when
some state courts force custodial parents to “waive” their federal benefits.  The will of
Congress, not a state court, determines who is to be taxed.  The difference in applica-
tion among the states will prevent a uniform “nationwide scheme of taxation.”109

The Blanchard court also discussed the requirements for a valid waiver such as the one
provided for in IRC § 152(e)(2).  “A waiver is a voluntary relinquishment of some known
right, benefit, or advantage, which but for the waiver, the party otherwise would have
enjoyed.”  The court noted that there cannot be a waiver of valuable rights where the cir-
cumstances show that the waiver was made involuntarily.110

The United States Tax Court recently held that a state court order awarding the dependen-
cy exemption to the noncustodial spouse did not constitute a signed, written declaration
by the custodial spouse.  Thus, even though the noncustodial spouse attached a copy of
the court order to his federal income tax return, the decree was not effective in assigning
the dependency exemption to the noncustodial spouse.111 The Tax Court noted that a
state court cannot determine issues of Federal tax law.112

In Miller vs. Commissioner, the signature of the custodial spouse’s attorney on the court
order was not the equivalent of a “signed, written declaration” as required by
IRC § 152(e).  The Tax Court noted that the signature of the custodial parent is critical to
successful implementation of Congress’ plan to eliminate support-based disputes regard-
ing dependency exemptions and to simplify the rules regarding when a noncustodial par-
ent may claim the dependency exemptions for his or her children.”113 The court further
stated that the custodial parent’s signature must confirm that the custodial parent intend-
ed to release the dependency exemption to the noncustodial spouse and that he or she
did not intend to claim such exemption for himself or herself.
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108 Blanchard v. Blanchard, 401 S.E. 2d 714, 716 (Ga. 1991)
109 Id. 
110 Id.
111 Miller v. Commissioner, 114 T.C. 184 (2000).
112 Id. at 196
113 Id. at 190.
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Table 2.1.3, State Court Determinations on Allocation of Dependency Exemptions,
illustrates the conflict between state courts on this issue.  Taxpayers are placed in the
untenable position of having to fight in state courts for the right to claim a federal tax
dependency exemption.  In the majority of states, a state court can award the dependency
exemption to the noncustodial parent on the grounds that the exemption is of more value
to that taxpayer and ultimately will provide greater resources for the child.  The custodial
parent must then petition the state court in the event her circumstances change and the
exemption is more valuable to her than to the noncustodial parent.

The uncertainty taxpayers face in state court proceedings that affect federal dependency
exemptions undermines the simplification reforms Congress enacted in 1984.  Federal tax-
payers should not have to turn to state courts for a determination about their rights or
benefits under federal tax law.114

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
In 1984, Congress overhauled the rules pertaining to allocation of the dependency exemp-
tion between parents who are divorced, separated, or otherwise living apart.  At that time,
Congress attempted to create simple, consistent rules that would generally award the
dependency exemption to the custodial spouse unless that spouse voluntarily released the
exemption to the noncustodial spouse.

Today, taxpayers once again face uncertainty in applying the dependency exemption rules.
A custodial parent’s federal entitlement to the dependency exemption hinges less on a
federal court’s interpretation of federal tax law than on a state court’s interpretation of the
scope of its equitable powers and domestic relations jurisdiction.  Where the custodial
parent is involuntarily ordered by a state court to waive the dependency exemption, that
parent may face a state court contempt citation if he or she claims the federal tax benefit
to which he or she is entitled under federal law.

Although federal law may be clear on the point that state courts cannot determine issues
of federal law, taxpayers still face disparate results in state courts on this particular matter
of federal law.  The Miller case demonstrates that the IRS is still being drawn into disputes
between parents over the dependency exemption.  Therefore, the National Taxpayer
Advocate recommends that Congress amend Internal Revenue Code section 152(e)(2) to
make explicit that dependency exemptions may only be released voluntarily by the custo-
dial parent, and that the statute’s rules for assignment of the dependency exemption can-
not be overridden by state courts or other government agencies.   

F A M I L Y  S T A T U S  I S S U E S

114 In 1999, 843,707 tax returns claimed exemptions for children who did not live with the taxpayer. (Tax Year
1999 Compliance Research Information System (CRIS), Model IFM 2001). It cannot be determined how
many of these taxpayers would be impacted by this recommendation. 
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TA B L E  2 . 1 . 4  

C O U N T  O F  E X E M P T I O N  A L L O C AT I O N  C A S E S

S TAT E  Y E S  N O  N O  C A S E S  U N D E T E R M I N E D

New York X X

Oregon X X    

Alabama X     

Arizona X     

Arkansas X     

California X     

Colorado X     

Connecticut X     

Florida X     

Idaho X     

Illinois X     

Iowa X     

Kentucky X

Louisiana X     

Maryland X     

Massachusetts X     

Minnesota X     

Mississippi X    

Montana X     

Nebraska X     

Nevada X     

New Jersey X     

New Mexico X     

North Carolina X     

North Dakota X     

Ohio X     
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F A M I L Y  S T A T U S  I S S U E S

C O U N T  O F  E X E M P T I O N  A L L O C AT I O N  C A S E S  ( C O N T I N U E D )  

S TAT E  Y E S  N O  N O  C A S E S  U N D E T E R M I N E D

Oklahoma X     

Pennsylvania X     

South Carolina X     

Tennessee X     

Utah X     

Vermont X     

Washington X     

West Virginia X     

Wisconsin X     

Georgia  X    

Indiana  X    

Michigan  X    

Missouri  ` X    

South Dakota  X    

Virginia  X    

Alaska   X   

District of Columbia   X   

Hawaii   X   

Kansas   X   

Maine   X   

New Hampshire   X   

Puerto Rico   X   

Rhode Islands   X   

Texas   X   

Virgin Islands   X   

Wyoming   X   

Delaware   X        

T O TA L  3 5  8  1 1  1   
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P R O B L E M
The Omnibus Budget Reconciliation Act of 1993115 allowed taxpayers without a qualifying
child to claim the earned income tax credit (EITC). The individual claiming the credit
must be at least 25 but less than 65 years of age at the end of the taxable year.  If a joint
return is filed, at least one of the spouses must meet the age requirement.  Because of
these age restrictions, independent taxpayers under the age of 25 and taxpayers over age
65 are not eligible to claim the EITC.

E X A M P L E
A 65-year-old single, employed taxpayer who is working to supplement his Social Security
income in order to meet basic living expenses does not qualify for the EITC because of
her age.  A 19-year-old working parent paying child support for a child who does not live
with him cannot claim the credit because of his age.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 32(c) to eliminate the age restrictions for those
taxpayers who do not have a qualifying child and who otherwise qualify for the EITC. 

E L I M I N AT E  
T H E  A G E
R E S T R I C T I O N S
F O R
TA X P AY E R S
C L A I M I N G
E A R N E D
I N C O M E  
TA X  C R E D I T
W I T H O U T  A
Q U A L I F Y I N G
C H I L D  

S U M M A R Y

115 Omnibus Budget Reconcillation Act of 1993, Public Law 103-66 [H.R. 2264], Title XII, Chapter 1, Part III,
§ 13131 (Aug. 10, 1993).
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E L I M I N AT E  
T H E  A G E
R E S T R I C T I O N S
F O R
TA X P AY E R S
C L A I M I N G
E A R N E D
I N C O M E  
TA X  C R E D I T
W I T H O U T  A
Q U A L I F Y I N G
C H I L D  

D E TA I L E D
E X P L A N AT I O N

F A M I L Y  S T A T U S  I S S U E S

P R E S E N T  L A W
The Omnibus Budget Reconciliation Act of 1993116 expanded the population of taxpayers
eligible to claim the earned income tax credit (EITC), to allow the credit to persons with-
out a qualifying child.  The individual claiming the credit must have lived in the United
States for more than one-half of the tax year and cannot be eligible to be claimed as a
dependent of another person for that year.117 For tax year 2001, the total earned income
or modified adjusted gross income of the taxpayer cannot exceed $10,710.00.  All rules
related to claiming the EITC with a qualifying child also apply to this category of taxpayer,
e.g. investment income cannot be more than the threshold amount for the year in question. 

Additionally, the person claiming the EITC without a qualifying child must be at least 25
but less than 65 years of age at the end of the tax year.  If married and filing a joint return,
either the taxpayer or the spouse must meet the age criteria.  It does not matter which
spouse meets the age test as long as one of them does.

R E A S O N S  F O R  C H A N G E
The current age restrictions for taxpayers claiming the earned income credit without a
qualifying child result in inequitable treatment.  An independent, employed, 19-year-old
non-custodial parent who pays child support would not be eligible for the EITC allowable
to a 25-year-old taxpayer whose circumstances are identical except for his age.  The under-
25 taxpayer population is a varied lot, including students supported by parents, non-custo-
dial parents who have child support obligations, and emancipated students struggling to
meet ever increasing college tuition expenses.  The population includes young independ-
ents who do not live at home with their parents and are not claimed as exemptions on
their parents’ returns.  We estimate that an additional 1.5 million individuals under the
age of 25 would be eligible to claim EITC under an expanded age requirement.118

Under current law, a 65-year-old single taxpayer with “earned income” would be denied
EITC solely because of age.  The number of older Americans who work and earn at or
near minimum wage continues to increase because of economic necessity.119 The senior
population within the 65 to 84 age-bracket represents approximately 10.9 percent of the
total population (30,752,166 million individuals).120 The costs of medical and dental serv-
ices, an extremely critical expense for this group of taxpayers, continue to escalate.  

116 Id.
117 IRC § 32(c)(1)(A).
118 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.
119 Capitol Connection – Seniors Suffer from Social Security Strain; Midwest Region Consumer Price Index

(CPI) – July 2001.
120 U.S. Census Bureau, Census 2000, News Release: Nation’s Median Age Highest Ever, But 65-and-Over

Population’s Growth Lags, Census 2000 Shows, (Table DP-1.  Profile of General Demographic Characteristics
for the United States: 2000).
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Social Security payments do little to lessen the burden.  “From 1991 to 1998 the average
social security benefit for elderly couples increased by 22.9 percent and during the same
period, the average retail prescription drug increased 57.9 percent.  For elderly widows,
their social security benefits increased 28.3 percent in face of this same 57.9 percent
increase in drug costs.”121

Though the maximum credit allowable per return is relatively small ($364.00 in tax year
2001), this amount might enable a taxpayer to purchase needed medication.  “Older
Americans spent 12 percent of their total expenditures on health, three times the propor-
tion spent by younger consumers.”122 We estimate that an additional 335,000 individuals
over the age of 64 would be eligible to claim EITC under an expanded age requirement.123

The population of taxpayers under the age of 25 and over 64 years of age may owe past
due financial obligations to government agencies such as Office of Child Support
Enforcement.  Internal Revenue Code section 6402(c) and (d) authorize Treasury to col-
lect past due debts owed to certain government agencies.  

The proposal would raise the number of taxpayers qualifying for EITC by an estimated
1.9 million filers, which represents a 10 percent increase over the number who received
EITC during tax year 1999.  Of this newly eligible taxpayer population, 26,709 had over-
payments from their 1999 tax returns offset by the IRS to debts owed to other govern-
ment agencies.  An average EITC refund of $192 for this category of taxpayer would
return $5.1 million to government agencies.124 The additional credit allowed would serve
to reduce such debts, including child support.

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
Eliminating the age restrictions described in Internal Revenue Code section
32(c)(1)(A)(ii)(II) would allow taxpayers under age 25 and over 64 to claim the EITC with-
out a qualifying child if they are otherwise eligible for the credit.  This proposal provides
financial assistance to low-income senior citizens for expenses such as transportation,
lodging, medical bills, and other necessities and to independent young adults who are
working.  This proposal would also simplify computation of the EITC for childless tax-
payers and decrease errors.125

121 Fiscal Policy Institute for US Action; Impossible Choices: Food and Housing or Prescription Drugs?
September 10, 2001.

122 A Profile of Older Americans: 2000, prepared by the Administration on Aging (AoA), U.S. Department of
Health and Human Services, Health and Health Care, http://www.aoa.dhhs.gov/aoa/STATS/profile/default.htm
(12/6/01).

123 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.
124 IRS Office of Research, Tax Year 1999 Compliance Research Information System. Report prepared for

Operating Division Taxpayer Advocate EITC Team: Additional Eligibility for EIC Due to Age.  August 1, 2001.
125 Approximately 129,000 taxpayers, either under the age of 25 or over 64, attempted to claim “income-only”

EITC (without a qualifying child) on their 1999 returns.  These claims were denied on the basis of age through
the math error process (Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001).
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P R O B L E M
Current law does not provide for the fact that children may live in primary and secondary
households during the same tax year.  Noncustodial parents who are paying child support
may have less ability to pay income tax.  These taxpayers cannot deduct child support
payments from income, nor can they file as Heads of Household.126 In order to qualify
for Head of Household status an individual must maintain a household, which is the
principal place of abode of his or her child or certain other persons, for more than one-
half of the taxable year.127 Some taxpayers believe they should be entitled to Head of
Household status since they incur household costs for their children.  In some cases, they
file using the Head of Household filing status, even though they are not entitled to do so
by law.

E X A M P L E
A noncustodial parent lives in Chicago, Illinois, and earns $40,000 in tax year 2001.  She
pays $10,000 per year in child support to the custodial parent in accordance with Illinois
child support guidelines.  The taxpayer has liberal visitation with her children throughout
the year and for an extended period during the summer.  The taxpayer also incurs addi-
tional expenses when the children visit, including the cost of maintaining a two-bedroom
apartment so the children have a place to stay on weekends and in the summer.  The tax-
payer’s child support payments do not reduce taxable income even though they reduce
her ability to pay tax by $10,000.  The taxpayer cannot claim Head of Household status
because her children do not live in her household with her as the principal place of abode
for more than half of the year.

Assuming the taxpayer in this example does not itemize deductions and files her tax
return using the single filing status, she would pay $1,103 more in income taxes than a
person who files as Head of Household.  If she uses the status of married filing separate,
she will pay $1,175 more than individuals using the Head of Household filing status.

126 Treas. Reg. 1.2-2(b)(2)
127 IRC § 2(b)(1)(A)
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R E C O M M E N D AT I O N
Amend Internal Revenue Code section 2(b) to allow single or separated noncustodial par-
ents who are paying substantially all required child support to claim the Head of House-
hold filing status as directed by a formal court ordered child support agreement.  If a for-
mal child support agreement does not exist, the noncustodial parent must be able to doc-
ument that an informal agreement for child support was agreed upon by both parents and
that the child support payments are equal to or greater than what the payments would be
if computed by the child support guidelines of the state the child or children reside.  The
single or separated noncustodial parent with an informal child support agreement must
also pay substantially all required support under the informal agreement.  For both the
formal and informal child support agreements the taxpayer will meet the requirement of
paying substantially all required child support if 80 percent of the required child support
payments are paid to the custodial parent during the taxable year. 
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P R E S E N T  L A W  
To qualify for the Head of Household filing status, a taxpayer must maintain as his or her
home a household which constitutes for more than one-half of the taxable year the princi-
pal place of abode of his or her unmarried son, stepson, daughter, stepdaughter, or
descendant of a son or daughter, or certain other individuals.128

A taxpayer can also qualify for the Head of Household status if he or she maintains a
household that constitutes the principal place of abode of his or her parents for the entire
taxable year by furnishing over half of the cost of maintaining the household of the par-
ents during the tax year.129 A taxpayer filing as a Head of Household is able to claim a
larger standard deduction than a single or Married Filing Separately taxpayer.130 Further,
that taxpayer will enjoy more favorable rate brackets.  

R E A S O N S  F O R  C H A N G E
There is an increasing number of nontraditional families and living arrangements in the
United States, due to divorce and the fact that many taxpayers with children have never
been married.  In 1997, approximately 28 million divorced parents lived in the United
States, 14 million of whom were noncustodial parents.  Custodial parents cared for 22.9
million children and 7.9 million custodial parents were then entitled to receive child sup-
port.  Of the 7.9 million custodial parents entitled to receive child support, 2.9 million
received the full amount to which they were entitled.  Another 7.3 million individuals
were married with no spouse present in the household.131

Under current law, the Head of Household filing status is not available to noncustodial
parents.  However, many noncustodial single or separated parents provide some measure
of assistance to their children.  Noncustodial parents who are single or separated and who
pay child support have a reduced ability to pay income taxes as compared to parents who
do not make child support payments or to single taxpayers without such an obligation.

Internal Revenue Code section 152(e)(2) provides for a noncustodial parent to receive the
benefit of a personal exemption deduction for their child or children if the custodial par-
ent releases a claim for the exemption.  However, the unmarried or separated custodial
parent will still qualify for Head of Household filing status, even in situations where they
may not have provided the majority of support for the child or children.  The law only

128 IRC § 2(b)(1)(A)(i).  Head of Household status may also be claimed for the taxpayer’s married son, stepson,
daughter, stepdaughter, or descendent of a son or daughter if the taxpayer can claim a dependency deduction
for that person or would be entitled under IRC § 152(e)(2) or (e)(4), or any other person for whom the taxpay-
er can claim a dependency exemption.

129 IRC § 2(b)(1)(B).
130 IRC § 63(c)(2).
131 Child Support for Custodial Mothers and Fathers – 1997, U.S. Census Bureau.
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requires an unmarried or separated custodial parent to furnish over half the cost of main-
taining a household in which their unmarried child lives for more than one-half the tax-
able year.  In a situation such as this, it is possible that the unmarried or separated non-
custodial parent may pay the majority of the support expenses without the benefit of
Head of Household filing status.

Noncustodial parents who are single and pay child support can only file as single, even if
they are paying a substantial amount in child support.  A noncustodial parent who is not
yet divorced and is meeting his or her child support obligation can only file as Married
Filing Separately.  The proposed amendment to IRC § 2(b) would permit single or
separated noncustodial parents who are paying substantially all required child support to
claim the Head of Household filing status.  These taxpayers would thereby realize an
increased ability to pay income tax and would be less likely to feel compelled by their
financial situation to incorrectly claim their children as dependents.  The proposal would
also provide an additional incentive to noncustodial parents to make full payment of child
support as well.

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N  
The National Taxpayer Advocate proposes that Internal Revenue Code section 2(b) be
amended to permit single or separated noncustodial parents who pay substantially all
required child support as prescribed by a court ordered child support agreement to claim
head of household filing status.  If a formal child support agreement does not exist, the
noncustodial parent must be able to document that an informal agreement for child 
support was agreed upon by both parents and that the child support payments are 
equal to or greater than what the payments would be if computed by the child support
guidelines of the state in which the child or children reside.  The single or separated 
noncustodial parent with an informal child support agreement must also pay substantially
all required support under the informal agreement.  

This proposal could impact up to 4.1 million taxpayers.132 Since child support is not
reported as an item on the individual income tax return, the number of income tax filers
who are paying child support cannot be determined. 

132 Tax Year 1998 Compliance Research Information System, IFM 2000 and the U.S. Census Bureau, 1997.  The
computation of the impact on the taxpayer population is based on a projection of the average impact for the
current single and married filing separate filers applied to the projected affected population.  Information from
external sources indicates no child support agreements exist in over 40 percent of the possible instances where
an agreement might exist. (Child Support for Custodial Mothers and Fathers – 1997, U.S. Census Bureau) The
projected number of filers in this category was not included in arriving at the 4.1 million taxpayers noted
above, but these filers could begin to pay child support in the future.
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The term “substantially all required child support” should be defined as the payment of
80 percent or more of the child support a taxpayer is required to pay during the tax year
by the child support agreement.  The child support agreement would be defined as the
agreement determined and defined by the guideline of the state or by the court with juris-
diction over the child.  A clear definition of the term “substantially all required child 
support” is necessary in order for taxpayers to have a clear understanding of the tax law
and for the fair administration of the law by IRS.  By adopting this definition of “substan-
tially all required child support,” tax law would not be in conflict with state guidelines on
what is considered fair and equitable payment for support of a child.

The Family Security Act of 1988 requires states to establish guidelines for determining
child support.133 These guidelines were required because the federal government deter-
mined that the amounts ordered for child support to be low and that there was too much
variation in the amounts of support for children in similar circumstances both within and
between states.134

Child support guidelines are formulas that consider the income of the custodial and non-
custodial parents and the number of their shared children and do not take into considera-
tion the children that one or both of the parents had with a prior spouse or partner.  The
formulas are based on studies of how much a family ordinarily expends on raising a child
or children.  The guidelines apply equally to children born to married parents and to 
children born out of wedlock.

When applying the child support guidelines, most states look at either the parents’ gross
income or net income.135 Gross income is defined as the parents’ income from all
sources, including wages and investments with no consideration for taxes or expenses.
Net income is defined as gross income less federal and state taxes, as well as health insur-
ance.  Some states allow other deductions in determining net income: union dues,
mandatory retirement contributions, obligations of support to other families and payment
on debts incurred during the marriage that were incurred for the benefit of the marriage.
For self-employed parents, the determination of net income becomes more complex.
Courts will allow deductions from gross income for reasonable business expenses, but the
courts look closely at the expenses to ensure they are not unusually high or of a non-cash
nature, such as depreciation and amortization.

133 Family Security Act of 1988, Pub.L.No. 100-485, § 103 (1988)
134 American Bar Association Educational Research, available at

http://www.abanet.org/publiced/practical/books/family/chapter_11.pdf
135 American Bar Association Educational Research, available at

http://www.abanet.org/publiced/practical/childsupport_guidelines.htm



L E G I S L AT I V E  RECOMMENDATIONS

S E C T I O N

TWO K E Y  R E C O M M E N D AT I O N S

126

F A M I L Y  S T A T U S  I S S U E S
RE

CO
M

M
EN

DA
TI

ON
S

Child support guidelines vary from state to state, as does the flexibility of the judge in
each divorce case.  There are generally two types of child support guidelines.  One type is
based on the income of the person who is required to pay the support and on the num-
ber of children involved.136 The second type of guideline is based on the income of both
parents and the number of children involved.137 The courts rarely depart from the guide-
lines except in unusual situations.  A court may depart from the general guidelines in
determining child support for a variety of reasons, including unusually high child care
expenses; medical and dental expenses not covered by insurance, special education needs
for the child or children, or the income of the noncustodial parent’s new spouse.  

Today 15 states base child support guidelines on a percentage of income, while the
remaining 35 states base their guidelines on the income of both parents.  Twenty-three
states make allowances in computing child support where shared parenting or joint 
custody exists.138

A noncustodial single or separated parent’s entitlement to the Head of Household filing
status should hinge on a requirement that a substantial amount of all required child 
support is paid during the year.  This requirement can be met if the single or separated
noncustodial parent has paid 80 percent of the child support ordered by the court or
under the state guidelines.  Various sources of substantiation can be used to ensure against
fraudulent or erroneous claims of the head of household filing status.  Substantiation can
include, but is not limited to, cancelled checks, divorce or custody decrees, and child 
support agreements.

In cases in which taxpayers do not have formal child support agreements, such as when
divorcing taxpayers come to agreement outside the court structure, or parents never mar-
ried and have not made formal arrangements through the courts, the noncustodial parent
would be entitled to claim Head of Household status if he or she paid child support in an
amount greater than or equal to 80 percent of state guidelines.  These payments could be
made directly to the custodial parent or could go toward expenses for the benefit of the
children, such as college tuition or medical costs for a disabled child.

136 Examples of state child support guidelines: Arkansas (A.C.A. §9-14-106), Georgia (O.C.G.A. § 19-6-15),
Illinois (750 ILCS 5/505)

137 Examples of state child support guidelines: Ohio (ORC Ann. 3119), California (Cal Fam Code § 4055),
Oklahoma (43 Okl. St. § 118)

138 Laura W. Morgan, Child Support Guidelines: Interpretation and Application (American Bar Association
Family L.Q. Review, 33 FAM L.Q. 908, Winter 2000).
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Although the taxpayer can easily prove his or her entitlement to Head of Household sta-
tus under this proposal, the IRS can administer and enforce the expanded definition
through its access to federal databases.  By partnering with the Federal Office of Child
Support Enforcement (FOCSE), returns filed by single or separated noncustodial parents
claiming head of household filing status could be cross-referenced with the FOCSE data-
base of individuals who are in arrears on child support.  This could be done upon filing
of the tax return, avoiding audits of filing status and ultimately reducing taxpayer burden
while encouraging payment of child support.   

The National Taxpayer Advocate’s proposal to expand the definition of the head of
household filing status will have a more far-reaching impact than just payment and collec-
tion of income taxes.  With the number of divorced and separated parents increasing each
year, the number of child support agreements will increase as well.  An amendment to
IRC § 2(b) will assist in providing tax relief to single or separated noncustodial parents
who are paying substantially all required child support under a court ordered agreement.
The relief they realize will not only assist them in meeting their tax obligations, but it will
also aid them in the financial support of their children.  The National Taxpayer Advocate
is hopeful that a “by-product” to the income tax consequences of this amendment would
be a decrease in the number of child support agreements that are in arrears. 
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◆ The IRS has received over 154,900 innocent spouse cases since 7/22/98.

◆ The volume of innocent spouse cases rose by 22% — from 46,619 to 54,402 — from

FY 1999 to FY 2000.

◆ The IRS rejects 49% of innocent spouse claims as not qualifying or meeting basic

requirements for consideration.  The remaining 51% are reviewed and decided 

on merit.

◆ Of the cases the IRS accepts, the claimant obtains either full or partial relief slightly

less than half the time (47.7% of cases).

◆ Claims may be denied because there is no reasonable belief the tax would be paid,

because the income giving rise to the deficiency is attributable to the requesting

spouse or because that spouse had knowledge of the item giving rise to the 

deficiency.

◆ The Taxpayer Advocate Service received 3,348 innocent spouse cases in FY 1999, with

an ending inventory of 1,501.  In FY 2000 TAS received 3,328 cases with an ending

inventory (9/30/00) of 1,692. 

◆ Though the exact number of injured spouse cases for FY 2000 cannot be determined,

the figure does not exceed 44,939.

◆ The IRS used 887 FTEs – the equivalent of almost 1% of all IRS employees – to

process innocent spouse claims in FY 2000.

◆ More than 51-million filers (as of tax year 1998) could be affected by eliminating the

joint liability provision.

◆ Number of individuals claiming the married filing separate filing status: 2.47 million.

Number of individuals claiming the married filing joint filing status: 48.95 million 

(tax year 1998).

◆ When married individuals file a joint return, the primary spouse usually earns 

significantly more than does the secondary spouse.  This is true for all income ranges.

◆ Nearly 90% of the claims filed for relief from Joint and Several Liability are filed by

women with earned income that is approximately 25% of the total income on a 

joint return. 

◆ The currently divorced population is the fastest growing marital status category.  

The number of divorced people has more than quadrupled since 1970, rising from 

4.3 million then to 19.4 million in 1998.

◆ As of 1998, there were 19.4 million divorced people in the United States or 9.3% of

the population age 15 and over.  Another 7.3 million (3.5%) people are listed as 

married, spouse not present.

2
JOINT
AND
SEVERAL
L IABIL ITY



F Y  2 0 0 1  A N N U A L  R E P O R T   ◆ TA X P AY E R ADVOCATE S E R V I C E 129

J O I N T  A N D  S E V E R A L  L I A B I L I T Y

P R O B L E M
When a married couple files a joint income tax return, both spouses are liable for the
income taxes with respect to that return.1 The only way for them to avoid joint and 
several liability is to file married filing separate.2 However, the law does not allow 
married individuals filing a separate return to use many of the benefits they would be
entitled to if they filed a joint return.

If taxes shown or assessed on a joint return are not paid, both will be liable for the taxes,
regardless of who earned the income or claimed the deductions that caused the tax 
liability.  Claims for relief from joint and several liability for Injured Spouse cases and
Innocent Spouse cases stem directly from the issue of joint and several liability.

E X A M P L E
A wife works part time to supplement her husband’s self-employment income from his
construction business.  The husband is abusive and a heavy drinker.  The wife receives
only enough money from her part time job and cash from her husband to meet the 
family’s bare necessities.  The wife does not question the husband about his business
because it has resulted in outbursts of violent anger.  She signs the joint return that he
prepared.  She is concerned about his business recordkeeping but is afraid to challenge
him.  If she were to insist on filing separately, she would not receive the earned income
tax credit, which is critical to her children’s well being.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 6013(d) to allow married individuals to elect to
sever their liability by declaring their separate items of income on their original married
filing joint income tax return.

1 IRC § 6013(d)
2 IRC § 6013(a) (election to file a joint return).

S E P A R AT E
L I A B I L I T Y
E L E C T I O N

S U M M A R Y
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P R E S E N T  L A W
Taxpayers who are married at the end of the tax year have two choices in filing status:
married filing joint or married filing separate.3 Under Internal Revenue Code section
6013(d), taxpayers who choose to file a joint tax return will each be jointly and severally
liable for the payment of taxes on that return without regard to individually earned
income.  A taxpayer who chooses to file as married filing separate will be liable only for
the tax that arises from his or her own income, unless one or both of the spouses live in a
community property state.  However, the married filing separate status limits certain
items.  For example, both spouses must use either the standard deduction or itemize
deductions.  The following list details other tax attributes that are lost when married tax-
payers file separately:

◆ Child and dependent care credit 4

◆ Credit for the elderly or disabled5

◆ HOPE and Lifetime Learning credits for higher education expenses6

◆ Earned income tax credit 7

◆ Adoption expense credit 8 and Adoption assistance exclusion9

◆ Social Security (and Railroad retirement) Act benefits exclusion10

◆ Interest exclusion from savings bonds for higher education11

◆ Qualified education loan interest deduction12

◆ IRA contribution deduction, and rollover (conversion) of regular IRA to Roth IRA13

3 IRC § 1(d) & 6013(a)
4 IRC § 21(e)(2): To receive this credit, married individuals must file a joint return or live apart the last six

months of the year.
5 IRC § 22(e)(1): To receive this credit, married individuals must file a joint return except if they live apart for

the entire year.
6 IRC § 25A(g)(6): No credit allowed for married individuals filing separate returns.
7 IRC § 32(d): This section shall apply only if a married individual files joint return.
8 IRC § 23(f)(1)
9 IRC 137 (e)
10 IRC § 86(c)(1)(C)(i): The base amount of Modified Adjusted Gross Income for computing exclusion is zero for

married filing separate returns, while it is 32,000 for married filing joint and 25,000 for the other filing status.
11 IRC § 135(d)(3): This credit is not available unless a married individual files a joint return.
12 IRC § 221 (f)(2): Married individuals must file a joint return to take the deduction for qualified education

loan interest.
13 IRC § Sections 408 & 408A (c)(3)(B)(ii) & (iii): Married individuals filing separate returns cannot roll over

IRA to Roth IRA.
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To qualify for relief from joint and several liability, an individual who filed a joint return
must prove that he or she is an “Innocent Spouse” in accordance with the provisions con-
tained in either IRC § 66 or § 6015.  Section 66 provides exceptions to the operation of
community property laws for taxpayers who file separate returns in community property
states.  In 1998, innocent spouse relief was expanded under the IRS Restructuring and
Reform Act. 14 The provisions of IRC § 6015 (b), (c), and (f) offer joint filers relief from
joint and several liability in limited circumstances.15 Taxpayers who file joint returns
must request Innocent Spouse relief from the IRS within two years of the first collection
action.16 In addition to this time constraint, many other qualifications must be met to
obtain relief from spousal liability.  The current factors used to determine the qualifica-
tions for relief from joint and several liability are provided in Exhibit A. 

Sections 6402(c), (d) and (e) provide for the collection of child or spousal support or cer-
tain federal debts, such as student loans, before making a credit or refund to the taxpayer.
All or part of the tax overpayment shown on the joint return may be used to pay these
debts before a refund is issued.  The debt may be a past-due obligation of only one of the
spouses.  Sections 6402(c), (d) and (e) provide relief for the non-obligated spouse and
requires the separation of income and deductions between the married couple. 

R E A S O N S  F O R  C H A N G E
Most married couples elect to file a joint return because the tax benefits of that filing sta-
tus surpass those of the married filing separate status.  In 1998, the number of individuals
claiming the married filing joint status was 48.95 million.17 The number of individuals
claiming the married filing separate status was 2.47 million.18 

Spouses who wish to separate their income and liability but who also desire the tax bene-
fits of joint filing status are faced with a difficult choice. In many cases, they will receive
the benefits of income splitting and numerous tax provisions while risking the possibility
of being held liable for a tax arising from items over which they have no control.  This
dilemma encourages them to file a joint return but offers no protection from joint and
several liability and increases the potential for innocent spouse claims.  

14 Internal Revenue Service Restructuring and Reform Act of 1998, Pub. Law 105-206.
15 Prop. Treas. Reg. § 6015-1 66 FR 3888 vol. 66, no. 11, dated 1/17/01.  Rev. Proc. 2000-15, CB. 447, 2000. 
16 IRC §§ 6015(b)(1)(E) and 6015(c)(3)(B)
17 Tax Year 1998 Compliance Research Information System
18 Tax Year 1998 Compliance Research Information System
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Under present law, spouses do not differentiate on their original return which spouse’s
income, credits or deductions generated the tax liability.  Thus, the Internal Revenue
Service is permitted to pursue either spouse to satisfy the liability arising from a joint
return.  As a result, the Internal Revenue Service will collect from the individual most eas-
ily located or whose assets are most easily reached.  This practice sometimes places an
unfair burden on the spouse whose wages or property is readily identifiable.  This individ-
ual is usually the one who did not earn the income or claim the deduction causing the
unpaid tax.19 Most of the innocent spouse claims are filed by the secondary spouse, who
is usually the woman. 

The history of the election to file married filing jointly provides some insight into the
continued complications that arise out of the application of joint and several liability.
Joint tax returns were first authorized by the Revenue Act of 1918 and further clarified by
the Revenue Act of 1921.20 Before this Act, only taxpayers living in community property
states had the ability to split their income.  

The Revenue Act of 1918 extended the benefit of splitting income to all married individu-
als by establishing a separate tax schedule for joint returns.  A joint return allows a hus-
band and wife to include “the income of each…in a single joint return, in which case the
tax shall be computed on the aggregate income.”21 This filing option often resulted in
lower income taxes depending on the distribution of income between the couple.
Married couples claimed that liability for deficient tax payments and penalties should be
allocated according to individual income, while the IRS contended that spouses were
jointly and severally liable.22 In rejecting joint and several liability, the Ninth Circuit
Court of Appeals noted “the fundamental principle that tax should be assessed in accor-
dance with the ability to pay and that imposing joint and several liability would strip each
taxpayer of the right to be taxed only in proportion to each spouse’s income.”23

19 Richard C.E. Beck, The Innocent Spouse Problem: Joint and Several Liability for Income Taxes Should be
Repealed, 43 Vand. L. Rev. 317, 372 (1990).

20 Ch. 18, 223, 40 Stat. 1057 (1919) and Ch. 136, 223(b)(2), 42 Stat. 227 (clarifying the 1918 Act). 
21 Id. 223(b)(2), 42 Stat. At 250. 
22 Crowe v. Commissioner, 86 F 2d 796, 797 (7th Cir 1936); Cole v. Commissioner, 81 F 2d 485, 486 (9th Cir

1935)
23 Cole, Supra at 487; Sachs v. Comm, 111 F 2d 684 (6th Cir 1940); Comm v Rabenold, 108 F 2d 639, 640  (2nd

Cir 1940); Crowe, 89 F 2d at 798.
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In 1938 Congress expressly established that married couples filing joint returns are held
jointly and severally liable.24 Congress enacted IRC § 6013 allowing married individuals
to file a joint income tax return and IRC § 6013(d) providing for the liability to be joint
and several on the jointly filed returns.25 “If a joint return is made, the tax shall be com-
puted on the aggregate income and the liability with respect to the tax shall be joint and
several.  The explanation for this provision was administrative necessity.”26

Although the law provided for joint and several liability, the courts grappled with the
inequities of this provision and were appalled at its harshness.27 In Huelsman v.
Commissioner, the trial court stated, “I apologize or I express my sympathies to Mrs.
Huelsman.  I wish I could do otherwise but I cannot, and I might say that if you can get
me reversed on appeal, God bless you.  I’d love to be reversed.” 28

In 1971, Congress created the innocent spouse doctrine, which was codified as 
IRC § 6013(e).  Under this provision, the taxpayer had to prove that all requirements of
the section were satisfied by a preponderance of the evidence to qualify for relief from the
taxes due under this provision.29 In 1930 the Supreme Court held in Poe v. Seaborn,30 that
each spouse in a community property state is liable for the tax on one half of the other
spouse’s earned income even when they file separately.  Section 66 was enacted in 1980 to
specifically address community property state laws because of concern for the spouse
being held liable for the income tax in those states.31

The current innocent spouse statute, IRC § 6015, was designed to provide broader relief
from joint and several liability, but these new provisions are quite complex and the
administrative and judicial processes the taxpayer must invoke to obtain relief can be
quite lengthy.32 Failure to meet any of the conditions of IRC § 6015(b) or (c) will prevent
relief under those provisions.  A taxpayer requesting equitable relief under IRC § 6015(f)
must establish that, after taking into account all of the circumstances, it would be
inequitable to hold her or him liable for the tax.  The new provisions, while broader in
application, continue to be problematic in their implementation.  The recommendations
included in this section of the report address some of these issues.

24 Revenue Act of 1938
25 26 USC 6013(d)(3)
26 HR Rep No 75-1860, at 30 (1938)
27 Scudder v. Comm, 28 TCM (CCH) 751, 753 (1969); Huelsman v. Comm, 416 F2d 477, 480 (6th Cir 1969)
28 Huelsman v. Comm, T.C. Memo 1968-95; 416.F. 2d.477 (6th Circ, 1969)
29 Friedman v Comm, 53 F 3d 523, 528 (2d Cir 1995); Shea, 780 F 2d 561, 565 (1986).
30 282 U.S. 101 (1930)
31 Sections 6013(e) and 66, as originally enacted, only provided relief from joint and several liability in income

omission cases.  Section 6013(e) was amended in 1984 to provide relief in cases involving overstated deduc-
tions or credits.  To this day, section 66 relief only applies to income omission cases.  See H.R. Rep. No.
432,pt. 2, 98th Cong, 2d Sess. 1502 (1984).

32 Community Renewal Tax Relief Act of 2000, Public Law 106-554; sec. 313(a)(3)(o)(i). The processing time for
an administrative claim for relief under § 6015 currently averages more than 700 days.  



L E G I S L AT I V E  RECOMMENDATIONS

S E C T I O N

TWO K E Y  R E C O M M E N D AT I O N S

134

RE
CO

M
M

EN
DA

TI
ON

S J O I N T  A N D  S E V E R A L  L I A B I L I T Y

C U R R E N T  P R O C E S S I N G  D E M A N D S
In order to process injured spouse claims, income, credits, deductions, exemptions, and
payments must be allocated between the taxpayers on the joint return.  Currently Form
8379, Injured Spouse Claim and Allocation, must be filed as a schedule with Form 1040.
Although an exact number of injured spouse cases for FY 2000 cannot be determined, the
number of cases does not exceed 45,000.33

While the Internal Revenue Service has made substantial progress in reducing the process-
ing time and the cost of processing claims filed under innocent and injured spouse relief,
the cost of processing innocent spouse claims is enormous when compared to the number
of taxpayers affected.  Given the many steps and legal requirements in the process, even
the best case scenario requires 304 days to process a claim for relief under IRC § 6015.34

The Internal Revenue Service dedicated 887 employee staff years to processing 55,698
innocent spouse claims in fiscal year 2000.  The Internal Revenue Service has about
100,000 employees.  Thus, the innocent spouse staff time equals approximately 1 percent
of the IRS work force.  The Taxpayer Advocate Service received 3,348 innocent spouse
cases in fiscal year 1999, with an ending inventory of 1,501 as of September 30, 1999.  In
fiscal year 2000, 3,328 cases were received by the Taxpayer Advocate, with an ending
inventory of 1,692 as of September 30, 2000.35 These figures do not include the cost of
litigation on these issues.

Of the 51.4 million married individuals filing income tax returns in 1998, 49 million filed
joint income tax returns.36 If these married individuals were to file their returns separately,
the cost to process the additional returns each year is estimated to be over 1.18 billion
dollars.37 While this additional cost is substantial, the Internal Revenue Service may be
faced with processing more innocent or injured spouse claims if current demographic
trends hold true.  The number of divorced individuals in the United States has more than
quadrupled in the sixteen year period for 1970 to 1998, rising from 4.3 million in 1970 to
19.4 million in 1996.38 With the increase in divorces, the probability of an individual
having to pay the lax liabilities of an ex-spouse also increases.  The number of divorced
individuals (age 15 and older) for 1998 was 19.4 million (9.3 percent of the United States
Population, age 15 and older).39

33 Source: Submission Processing WP&C Report, Tax Year 2000
34 Current Population Survey dated March 1998; Innocent Spouse Tracking System, 7/29/01; Compliance

Research Information System, 1998 Tax Year Data
35 Source: Taxpayer Advocate Management Information System — FY98, FY99 and FY00 (10/12/00).
36 Tax Year 1998, Compliance Research Information System (CRIS). 
37 Cost to process a thousand average 1040 return is $1,493.89 plus non-pipeline costs of $916.38 composite

1040 series returns average cost is $ 2,410.25,  Document 6746, IRM 3.30.10.10, FY 2000, Cost Estimate
Reference Guide, Exhibit 3.30.10-44, page 224 (7-1-2001)

38 U.S. Census Bureau, Economics and Statistics Administration. Terry Lugaila, United States Dept. of
Commerce News, April 13, 1998, January 7, 1999.

39 Tax Year 1998, Compliance Research Information System (CRIS)
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M A R R I A G E  P E N A LT Y  A N D  TA X  R AT E  S T R U C T U R E
The progressive rate structure of the Internal Revenue Code provides incentive for 
married couples to continue filing joint returns.  That is, by filing jointly, many married 
couples will incur less tax than if they each filed separately.  This is particularly true where
one spouse earns significantly more than the other spouse.40 Under current law, the 
trade-off for these favorable tax rates is joint and several liability.

There are instances, however, where marriage can cause a tax penalty rather than a tax
bonus.  Consider two taxpayers who each have an adjusted gross income of $32,200 for
the 2000 calendar year.  As domestic partners who file singly, each is entitled to a personal
exemption of $2,800 and a standard deduction of $4,400, so each has a taxable income of
$25,000.  This falls just within the 15-percent bracket ($26,250 in 2000), so each pays
income tax of $3,754.  If the tax laws were marriage-neutral, their tax, if they were 
married, would be twice that amount, or $7,508. 

Filing jointly in 2000, these taxpayers reported an adjusted gross income of $64,400.
They claim two personal exemptions, which total $5,600.  But instead of a standard
deduction of $8,800 (twice $4,400) they are allowed only $7,350 on their joint return.
This gives them taxable income of $51,450.  The 15-percent tax bracket for joint filers
ends at $43,850 of taxable income for 2000 returns, so the top $7,600 of their joint
income is taxed at 28 percent, leading to a total tax bill of $8,713 – a “marriage penalty”
of $1,205.

In these examples, it is clear that the distribution of income — 50/50 between the two
spouses – produces the penalty.  In the above example, if the wife were a single 
professional with an adjusted gross income of $64,400 and her domestic partner did not
work outside the home, she would owe $12,611 in tax.  Thus, by marrying she could
reduce her income tax by $3,898.41

In the Restoring Earnings to Lift Individuals & Empower Families Act of 2001, Congress
attempted to eliminate the marriage penalty by increasing rates and the standard deduc-
tion amount for married individuals.42 These provisions are scheduled to be phased in
from 2006 to 2010.  Although, these changes will equalize rates and the deductions for
married taxpayers vis a vis single taxpayers, married taxpayers filing jointly will still incur
joint and several liability for any tax arising from the joint return. 

40 Joint Committee on Taxation Study of the Overall State of the Federal Tax System.  Vol 1, April 2001(JCS-3-01)
41 News Release Whole Ball of Tax 2001 - Release 13 2001, CCH Inc. Married, Living together, Divorcing?

They’re all Taxing Situations…But Not Equally So, Riverwoods, IL 
42 Economic Growth and Tax Relief Reconcilation Act of 2001, Public Law 107-16, HR 1836
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E X P L A N AT I O N  O F  R E C O M M E N D AT I O N S
Amend Internal Revenue Code section to permit married individuals to elect to sever
their liability by declaring their separate items of income on their original married filing
joint income tax return.

The National Taxpayer Advocate (NTA) recommends that Congress seriously consider the
advantages and disadvantages of providing an election for each spouse to allocate his or
her items of income, deductions, and credits at the time of filing the joint return.
Married taxpayers would still be able to claim all the benefits of the married filing jointly
status (including a larger standard deduction and favorable tax brackets and rates), since
the tax would be computed on the combined taxable income.  However, each spouse
would only be liable for his or her share of the tax on the original return and for addi-
tions to tax attributable to his or her allocated income, deductions, or credits.43

This proposal would, of course, increase the burden on all taxpayers who file jointly to
allocate their taxable items at the time of filing the return.  The NTA believes that this
burden may be offset by the benefits arising from a greater up-front awareness of the tax
consequences of each spouse’s financial arrangements, and by the virtual elimination of
“innocent spouse” and “injured spouse” claims.  Requiring each spouse to declare income
ownership at the time of filing would reduce the subsequent burden on taxpayers who
subsequently must file not only “innocent spouse” claims but also “injured spouse”
claims.  Further, the married couple will retain the benefits of married filing jointly status
without incurring joint and several liability.  

Several states offer married taxpayers the option of calculating tax based on either com-
bining or separating the couples’ income.  The tax liability then becomes the lesser of the
two calculations on the joint return.  Kentucky, Indiana, and Missouri are among the
states offering this option.  None of these states allows taxpayers to sever their joint
income tax liabilities.  The calculation is limited to the option to use the lower of the two
calculated liabilities on a married filing joint return.  Each of these states has systems in
place to capture this information from the combined state tax form.  These tax forms
could be used to provide a template for a federal tax form to separate the couples income
tax liability by offering the option of filing a joint return while severing the tax liability. 

43 We note that in February 1998, the Department of Treasury issued a report on Joint and Several Liability.
Treasury reviewed several proposals to eliminate or modify joint and several liability and also raised several
issues concerning the federal taxation of spouses living in community property states.  The proposal we
advance here is a variation on the ”front end proportionate liability” approach outlined in the Treasury report.
Dept. of Treasury, Report to the Congress on Joint Liability and Innocent Spouse Issues 30 (February 1998).
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A prototype form will be used to cost this option.  See Exhibit B for a possible template
for this new form.  Schedule C, Profit or Loss from Business; Schedule F, Profit or Loss
from Farming; and Schedule SE, Self-Employment Tax are already separate.  A dual-col-
umn Schedule A, Itemized Deductions, and Schedule B, Interest and Dividend Income
would be needed (taxpayers could easily file separate Schedules D, Capital Gains and
Losses, and E, Supplemental Income and Loss). Form 1040, Individual Income Tax
Return, would be replaced with a two column version, one column for the primary and
one for the secondary spouse.  

Current IRC § 6015 is the result of a merger between two bills – one passed by the House
and the other passed by the Senate – during the legislative process leading to the passage
of the IRS Restructuring and Reform Act of 1998.44 In the Senate version, the bill modi-
fied the innocent spouse provisions of § 6013(d) so that, to “permit a spouse to elect to
limit his or her liability for unpaid taxes on a joint return, a spouse would be liable only
to the extent items giving rise to the deficiency are allocable to the spouse.”45

The House version expanded former IRC § 6013(e) to make it easier to afford traditional
innocent spouse relief.  The House was primarily concerned with the language in the
statute that limited relief to situations where there was an “egregious understatement of
income” and ensured that all taxpayers would have “access to the Tax Court in resolving
disputes concerning their status as an innocent spouse.”46

The act that emerged from conference is a combination of these two bills and became the
three avenues for relief under IRC § 6015.  Subsection (b) is closely linked to the original
bill proposed by the House; subsection (c) more closely holds to the philosophy of the
Senate version.  Subsection (f) was designed to provide for equitable relief when neither
(b) nor (c) provided for the relief and it would be inequitable under the circumstances to
hold the taxpayer liable for the joint liability.

Even after these substantial changes, the relief provisions for IRC §§ 66 and 6015 
continue to be complicated and are one of the most litigated areas of the tax law.47

This proposed amendment to IRC § 6013(d) would allow an alternative method for
spouses to gain the benefits of filing a joint return while reporting their own separate
items of income, loss, deductions, and credit.  This alternative election method for 
married couples would eliminate the joint and several liability requirement for those items
adequately disclosed on the return and for later adjustments.  The election to utilize this
alternative reporting method would be made by completing or attaching allocation 
schedules on the face of or to the original return.

44 H.R. Rep. No. 105-364, pt.1 (1997); S. Rep. No. 105-174 (1998)
45 S.Rep. No. 105-174 at 2.
46 H.R. Rep. No. 105-364, pt.1 at 2
47 Most Litigated Issues Section, Appendix C, herein.
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Either the Form 1040 return series would provide a separate column for each spouse’s
individually stated items or schedules of the spouses’ separate items would be attached to
the return for information purposes only.  In either case, certain key line items would be
entered during processing, to allow the Internal Revenue Service to track adjustments.
Jointly held investments which affect the return would be disclosed with a proposed 
allocation.  As with any other item claimed on one’s tax return, the allocation between
the spouses would be subject to scrutiny by the Internal Revenue Service.  Taxpayers filing
such returns would be subject to the civil and criminal tax laws applicable to any other 
U.S. taxpayer.

As noted earlier, many of the current schedules are already or easily could be filed sepa-
rately.  The main difference for processing purposes will be two columns for the Form
1040, and two columns for the Schedules A and B.  The additional front line processing
would to some extent be offset by the reduction in processing for injured spouse claims
and innocent spouse claims.  If the return is filed electronically, individuals would 
transmit the schedule as part of their electronic file.  

The proposed new Form 1040 would contain information that would eliminate the need
for filing the Form 8379, Injured Spouse Claim and Allocation, for asserting an injured
spouse claim, thus realizing some cost savings.  In calculating the refund in an injured
spouse claim, allocations are made for each of these items 1) Income, 2) Dependents,
3) Deductions, 4) Deferred Compensation, 5) Credits, 6) Other taxes, and 7) payments.

The main incentive for taxpayers to elect to allocate their income on a separate schedule
would be the elimination of joint and several liability while keeping the tax benefits of
their joint filing status.  Adoption of this recommendation would eliminate the need 
for married couples to file separate tax returns to avoid joint and several liability.  
The Internal Revenue Service might realize some savings if taxpayers who are currently 
filing as married filing separate would file as married filing jointly under the proposed 
filing regime. 

The Government Accounting Office (GAO) has noted in a report to Congress that many
spouses are not aware that they are jointly and severally liable until after the return has
been filed.  The GAO recommended that the IRS improve the manner in which taxpayers
are informed of this possibility. 48 Providing an election to separate liability on the origi-
nal joint tax return would cause both parties to take an interest in the allocation and rec-
ognize their individual exposure prior to completing a joint tax return.  It is recommend-
ed that a disclosure statement be added to the front of the return informing the taxpayers
of their joint and several liability for tax unless the election is made.  This recommenda-
tion would encourage married individuals to look at their respective liabilities before sign-
ing and filing their income tax return.

48 GAO – Suggest Improvements to IRS’ Innocent Spouse Procedures, 97 Tax Notes Today 49-20 (1997).



F Y  2 0 0 1  A N N U A L  R E P O R T   ◆ TA X P AY E R ADVOCATE S E R V I C E 139

J O I N T  A N D  S E V E R A L  L I A B I L I T Y

The National Taxpayer Advocate has not yet determined if this recommendation 
would entirely eliminate entirely the need for the relief provisions of IRC §§ 66 and 6015.
We believe that some relief will continue to be required for taxpayers who do not make 
the election in circumstances involving duress.  But it is clear that this proposal would
substantially reduce, if not entirely eliminate, innocent spouse claims and litigation.  The
proposal enables spouses, while married, to elect to separate their income, deductions,
credits, and tax liability before any events that might generate an innocent spouse claim
occur.  Further, in many instances this filing method will enable the Internal Revenue
Service to propose additions to tax against the appropriate spouse based on information
reported on the original return and its supporting schedules. 

TA X  C O L L E C T I O N  C O N S I D E R AT I O N S
When married individuals file a joint return, the primary spouse usually earns significantly
more than does the secondary spouse.  The following table demonstrates that this is true
for all income ranges.  For joint returns with income under $30,000, 91 percent of gross
income is attributable to the primary spouse. For joint returns showing income between
$50,001 and $100,000, the primary spouse’s income is 68 percent of the couple’s total
income.  The table below provides income amounts for the primary and secondary 
spouses, including gross wages, net Schedule C, D, E, and F income, gross interest and
dividends, and other separately stated income items. 49

TA B L E  2 . 2 . 1  

I N C O M E  P E R C E N TA G E S  F O R  P R I M A R Y  A N D  S E C O N D A R Y  S P O U S E S 50

I N C O M E  R A N G E  P R I M A R Y  S P O U S E S E C O N D A R Y  S P O U S E
I N C O M E  P E R C E N T I N C O M E  P E R C E N T  

Zero to 30,000 91% 9%

30,001 to 50,000 75% 25%

50,001 to 100,000 68% 32%

Over 100,000 79% 21% 

One of the factors used to determine if IRC § 6015 relief will be granted to the requesting
spouse under law is a determination of the ownership of income.  Consequently, in many
innocent spouse cases, the burden of compliance has been placed on the party who did
not earn the income attributable to the balance due.  Because these individuals generally
earn significantly less then the culpable spouse, they usually have less ability to pay. 

49 Tax Year 1999, Compliance Research Information System (CRIS), Model IFM 2001 – Statistical sampling of
tax returns, gross income includes gross wages, schedules C, D, E, & F net income, gross dividends & interest
income

50 Tax Year 1999, Compliance Research Information System (CRIS), Model IFM 2001.
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Allowing a joint filing couple to sever their tax liability raises concerns about the Internal
Revenue Service’s ability to collect the tax.  Almost 82 percent of all returns filed did not
require any additional tax payment (i.e., they were refund returns or their tax liability
equaled the payments).51 Thus, taxes are usually paid on most jointly filed returns before
the Internal Revenue Service takes any collection action.  Of the $49.7 billion of unpaid
taxes at the end of the 1999 processing year, about $6 billion was attributable to married
individuals filing joint returns.52 The Internal Revenue Service collects about $123 billion
in revenue each year.  Married filing joint taxpayers did not pay approximately $2.4 bil-
lion in the 1998 tax year and $1.4 billion in the 1999 tax year.53

TA B L E  2 . 2 . 2  

B A L A N C E  D U E  I N C O M E  TA X  F O R  M A R R I E D  J O I N T  F I L E R S
54

PERCENT OF  AMOUNT OF NUMBER OF AMOUNT OF

MARRIED BALANCE DUE AFTER BALANCE DUE BALANCE DUE 

F IL ING JOINT REMITTANCE FOR RETURNS AFTER AFTER 4TH NOTICE  

RETURNS MARRIED F IL ING 4TH NOTICE FOR MARRIED F IL ING

JOINT RETURNS JOINT RETURNS

1998 40.0% $6.9 billion 507 thousand $2.4 billion  

1999 39.7% $7.0 billion 349 thousand $1.4 billion  

Married filing joint taxpayers report significantly higher wages, withholding, and total
income than other filers.  Single taxpayers are typically younger and they report lower
wages than the rest of the Wage and Investment population.  Head of Household filers
report the lowest average total tax liability.55 For tax year 1999 married filing joint equaled
31 percent of the individual income tax returns filed and married filing separate equaled 2
percent.56

Balance due filers vary by filing status.  As presented in the following table, single filers
accounted for the largest percentage of balance due returns in each of the three tax years.
Married filing joint filers ranked second in all three years.57

51 Id.
52 Id.
53 Publication 55B, (8-2000)  page 7, Total Individual Income tax 123 billion for 1998; Compliance Research

Information System: 1998 Tax Year data
54 Tax year 1999 and 1998, Compliance Research Information System (CRIS), Model IFM 2001
55 Id.
56 Id.
57 Tax year 1999 and 1998, Compliance Reserch Information System (CRIS) Model IFM 2001
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TA B L E  2 . 2 . 3  

B A L A N C E  D U E  I N C O M E  TA X  F O R  M A R R I E D  J O I N T  F I L E R S
58

SINGLE MARRIED MARRIED F IL ING HEAD OF 
F IL ING JOINT SEPARATE HOUSEHOLD 

TY96 43.5% 39.2% 7.4% 9.9%  

TY97 43.5% 37.5% 8.7% 9.9%  

TY98 47.7% 35.7% 8.8% 7.8%  

Of the 3.6 million taxpayers who filed balance due returns for tax year 1996, 918,000
(25.5%) also owed tax the previous year.  For tax year 1997, out of the 3.4 million returns
with a balance due, 991,000 returns (29.1%) showed tax owed the previous year.  In tax year
1998, 881,000 of the 2.8 million returns or 29% from the prior year had a balance due.59

The sweeping reforms mandated by RRA 98 established many provisions to ensure taxpay-
er rights in the collection process, including the protection of the family residence.60 Laws
addressing taxpayer fraud, asset transfers, and other abusive situations would continue to
apply to taxpayers regardless of whether their income tax liability was joint and several.  

The National Taxpayer Advocate recognizes that this proposal might raise concerns about
the Internal Revenue Services’ ability to collect tax against property that is jointly owned
by the spouse as tenants by the entirety.  Section 6321 provides for a federal tax lien to
attach to “all property and rights to property” of a taxpayer who has received notice and
demand of a federal tax liability.61 The Internal Revenue Service must look to state law in
determining the taxpayer’s “property and rights to property”.62

The United States Supreme Court is currently considering a case involving the Service’s
right to collect against property held by a husband and wife as tenants by the entirety
where only one spouse is liable for the tax.63 The question is whether the property rights
of the other spouse preclude collection by the IRS.  The outcome of this case holds sig-
nificant collection implications for the Internal Revenue Service.  One of the main con-
cerns is the ability to shelter assets from the collection process using state property laws.  

58 Id.
59 Id.
60 The personal family residence of the individual is intended to be the last asset the Internal Revenue

Service should seize – P.L. 105-206 H.R. 2676
61 IRC § 6321
62 Aquilino v. United States, 363 U.S. 509 (1960); United States v. Bess, 357 U.S. 51 (1958).
63 Craft v. United States, 65 F.Supp. 2d 651 (W.D. Mich. 1999), 233 F.3d 358 (6th Cir. 2000), cert. granted,

No. 00-1831 (9-25-2001).  
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The proposed amendment to IRC § 6013(d) might necessitate a change to IRC § 6321 to
clarify that the IRC § 6321 tax lien would attach to the spouse’s interest in tenancy by the
entirety property to satisfy that spouse’s separate liability.  Seventeen American jurisdic-
tions (the “bar states” or “full bar states”) provide that the liens of separate creditors can-
not attach to entireties property or interest. Another ten jurisdictions (the “modified bar
states”) provide that the liens of separate creditors can attach subject to the rights of the
nondebtor spouse, i.e., that the underlying property held by the entireties estate cannot
be levied on until the nondebtor spouse’s rights cease to be absolute, such as upon the
termination of the entireties estate by death or divorce.  The following table sets forth the
states recognizing tenancy by the entirety property ownership. 

TA B L E  2 . 2 . 4

T E N A N C I E S  B Y  T H E  E N T I R E T I E S  S TAT E S  W I T H  B A R R I E R S  T O  TA X  C O L L E C T I O N
64

The proposed IRC § 6013(d) election will allow a married individual to be separately
liable for the income tax attributable to his or her income while retaining the beneficial
tax rates and other tax attributes available to a joint return.  The proposed amendment to
IRC § 6321 would protect the Service’s ability to collect the tax from the appropriate
debtor spouse.  Congress may wish to direct the Secretary to develop guidelines describ-
ing the order in which the Service should proceed to collect against separate property,
joint tenancy property, and tenancy by the entirety property.

64 Steve R. Johnson, Fog, Fairness and the Federal Fisc: Tenancy-by-the-Entireties Interests and the Federal Tax
Lien, 60 Mo. L. Rev 844 (1995).

T O TA L  B A R  J U R I S D I C T I O N S :
1. Delaware
2. District of Columbia
3. Florida
4. Hawaii
5. Illinois
6. Indiana
7. Maryland
8. Michigan
9. Mississippi

10. Missouri
11. North Carolina
12. Ohio (1973 to 1985 deeds only)
13. Pennsylvania
14. The Virgin islands
14. Virginia
16. Vermont
17. Wyoming 

M O D I F I E D  B A R  J U R I S D I C T I O N S :
1. Alaska
2. Arkansas
3. Kentucky
4. Massachusetts
5. Montana
6. New Jersey
7. New York
8. Oregon
9. Rhode Island
10. Tennessee  
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Another consideration is the impact of the proposed IRC § 6013(d) election on commu-
nity property states and IRC § 66.  Currently there are nine community property states:
Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and
Wisconsin.  Although there are variations from state to state, generally under community
property laws, the property of one spouse is considered to be owned by both spouses
equally.  Married filing joint returns in the community property states constituted 40 per-
cent of all returns for those states for 1998, similar to the overall percentage of Married
filing joint returns for all filers.  The claims for relief under IRC § 66 are significantly less
than claims for relief under IRC § 6015.

TA B L E  2 . 2 . 5  

M E R I T  D E T E R M I N AT I O N S  M A D E  U N D E R  I R C  § 6 6 ( C ) - 3 / 6 / 9 9  T H R O U G H  1 1 / 2 3 / 0 1
65

IRC SECTIONS CLAIM YEARS         APPROVED          PARTIAL  DENIED

66(c) (second sentence)  162 68 12                   82

66(c) (first sentence)   67 19 7 41

Total 229 87 19            123

Percent of Total Claims 100% 38% 8%          54%

Section 66(c) provides for the treatment of community income where married individuals
who do not file a joint return or do not live together at all times during the calendar year.
In general, the provision provides for relief of liability where the taxpayer establishes that
he or she did not know of, and had no reason to know of, such item of community
income, and in taking into account all facts and circumstances, it is inequitable to include
such item of community income in such individual’s gross income.  

The National Taxpayer Advocate has identified an IRC § 66 and community property law
issue in the Additional Issues section of this Report.  We intend to develop proposals
regarding IRC § 66 and community property in the 2002 Annual Report to Congress.
We believe that the federal tax system must address the legacy of Poe v. Seaborn and bring
about greater uniformity of tax administration between common law and community
property states.

J O I N T  A N D  S E V E R A L  L I A B I L I T Y

65 Source: Innocent Spouse Tracking System, November 2001.
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F
or

m 1040M
Department of the Treasury--Internal Revenue Service       

U.S. Individual Income Tax Return 2001 IRS Use Only--Do not write or staple in this space. 

Label For the year Jan. 1--Dec. 31, 2001, or other tax year beginning             , 2001, ending               , 20                                          OMB No. 1545--0074

(See   Your first name and initial   Last name Your social security number

instructions          |          |       
on page 19.)   If a joint return, spouse's first name and initial   Last name Spouse's social security number

Use the IRS          |          |       
label.   Home Apt. no.

Otherwise,
please print   City, town You must enter
or type your SSN(s) above.
Presidential You Spouse
Election Campaign         Note. Checking "Yes" will not change your tax or reduce your refund.
(See page 19.)         Do you, or your spouse if filing a joint return, want $3 to go to this fund?        .    .    .       

1a Yourself. If your parent (or someone else) can claim you as a dependent on his or her tax No. of boxes       

Exemptions                  return, do not check box 6 a .  .  .  .  .  .  .  .  .     .   .  .  .  .  .   . .   .   .   .   .   .   .   .   .   .    .   .   .  

  b Spouse .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .     .   .   .   .   .   .   .   .   .   .   .   

  c    Dependents:                                  (2) Dependent's            (3) Dependent's  (4)      if qualifying No. of your 
children                          

social security relationship to you child for child tax
If more than six                             

dependents,                                      (1) Name Last Name number you credit (see page 20)
No of your 
children                           

Dependents on 
1c                                           
Add number 
entered                                        

 d   Total number of exemptions claimed  .  .  .   .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .   .   .   .   .   .   . on lines above

 e    Check if:    [   ] You were 65 or older,   [   ] Blind:             [    ]  Spouse was 65 or older,   [   ] Blind.

           Add the number of boxes checked above and enter the total here
 f      Non-Obligated Spouse   [   ]  Yourself      [   ]   Spouse 

See Instructions Yourself Spouse
Income 2       Wages, salaries, tips. Etc. Attach Form(s) W-2 .  .  .  .  .  .  .   .   .   .   .   .   .   .   .   .   .   .   . 2Y 2S

3a     Taxable interest. Attach Schedule(s) B if required .   .   .   .   .   .   .   .   .   .   .   .   .   .   .  .   . 3Y 3S

3b     Tax-exempt interest. Do not included on line 3a.  .     3bY|                                  3bS|                          
4       Ordinary dividends. Attach Schedule(s) B if required. .   .   .   .    .   .   .   .   .   .   .   .   .   .   .  4Y 4S

5       Taxable refunds, credits, or offsets of state and local income taxes (see page 22) .   .  .   .   .   5Y 5S

6       Alimony received .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   . 6Y 6S

7       Business income or (loss). Attach Schedule(s) C or C-EZ .   .   .   .   .   .   .   .   .   .   .   .   .   7Y 7S

8       Capital gain or (loss). Attach Schedule(s) D if required. If not required, check here  [   ] 8Y 8S

9       Other gains or (losses). Attach Form(s) 4797 .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .  9Y 9S

10a   Total IRA distributions               10aY|                10aS|        b Taxable amount (see page 23) 10bY 10bS

11a   Total pensions and annuities   11aY|                11aS|         b Taxable amount (see page 23) 11bY 11bS

12     Rental real estate,royalties,partnershiops,S corporations,trust,etc. Attach Schedule(s) E .   .  12Y 12S

13     Farm income or (loss). Attach Schedule(s) F   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   . 13Y 13S

14     Unemployment compensation 14Y 14S

15a   Social Security Benefits 15aY|                15aS|                  b Taxable amount (see page 23) 15Y 15S

16     Other income.  List type and amount (see page 27)  ____________________________        16Y 16S
17     Add lines 2 through 16.  .   .   .   .   .    .   .   This is your individual Federal Income 17Y 17S

18     Add lines 17Y and 17S.  .   .   .   .   .   .   .   .   .   This is your total Federal Income 18

Adjusted 19     IRA deduction (see page 27)    .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   . 19Y 19S

Gross 20     Student loan interest deduction (see page 28).   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .  20Y 20S

Income 21     Archer MSA deduction. Attach Form 8853(s) .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .  21Y 21S

22     Moving expenses. Attach Form 3903(s) .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .  22Y 22S

23     Alimony received .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   . 23Y 23S

24     One-half of self-employment tax.  Attach Schedule(s) SE.   .   .   .   .   .   .   .   .   .   .   .   .   . 24Y 24S

25     Self-employed health insurance deduction (see page 30)  .   .   .   .   .   .   .   .   .   .   .   .   .   . 25Y 25S

26     Self-employed SEP, SIMPLE, and qualified plans.   .  .   .    .   .   .  .  .   .   .   .   .   .   .   .   .  26Y 26S

27     Penalty on early withdrawal of savings.   .  .   . .   .   .   .  .   .   .   .  .  .   .   .   .   .   .   .   .   .   27Y 27S

28       a.  Alimony paid                                   b.  Recipient's SSN   _______________________ 28Y 28S

29     Add lines 19 through 28 .    .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   .   . 29Y 29S
30     Subtract line 29 from line 18.           This is your individual  adjusted gross income 30Y 30S

31     Add Lines 30Y and 30S and enter the total here.  This is your total adjusted gross income 31

32     Income percentages.Divide Line 30Y by Line 31 and place in Line 32 Y.  Divide Line 30S 32Y % 32S %

          by the total on Line 31 and enter on Line 32S. (Total of columns 32Y and 32S must equal 100%)

For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 72.                                        Cat. No. 11320B               Form 1040  (2001)        
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IT
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P R O B L E M
Internal Revenue Code section 6015(f) provides an avenue for relief from joint and 
several liability in situations where the facts and circumstances indicate it is inequitable 
to hold the taxpayer liable.  For example, under current guidance, the knowledge factor 
is weighted more heavily than any other factor in making a determination under IRC §
6015(f).  The Service’s narrow interpretation of this provision reduces the ability to
provide relief. 

E X A M P L E
A taxpayer’s husband receives a total distribution of his retirement account.  He advises
his wife that, upon the advice of their CPA, they can “roll over” the proceeds into a new
home and thereby defer taxation on the distribution.  The couple uses part of the pro-
ceeds toward the purchase of a modest home.  Several months later, the husband asks the
taxpayer to sign their joint income tax return, which reports the gross distribution from
the retirement account but includes in taxable income only the portion of the proceeds
that was not “rolled over” into the new home.  The husband assures the taxpayer that
although he prepared the return himself using purchased software, he had spoken with the
CPA again about the roll over of the retirement proceeds.  With these assurances, the tax-
payer signs the return.

The taxpayer later discovers that her husband lied about consulting the CPA, lied about
the tax treatment of retirement account distributions, and deceived her about many other
things pertaining to their financial and personal lives.  As a result of these lies, she
divorces him and finds herself in dire financial straits.  Prior to her divorce, the wife was a
homemaker for 25 years and had no formal education in business.

The IRS proposes a deficiency in tax arising from the “roll over” proceeds.

R E C O M M E N D AT I O N
Modify Internal Revenue Code section 6015(f) to provide additional guidance to the
Secretary about the factors to be considered in determining whether it would be
inequitable to hold the taxpayer jointly and severally liable for a jointly filed return.

E Q U I TA B L E
R E L I E F
F A C T O R S

S U M M A R Y
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P R E S E N T  L A W
Internal Revenue Code section 6015(f) authorizes the Secretary to grant relief from joint
and several liability if, taking into account all the facts and circumstances, it would be
inequitable to hold the taxpayer liable for any unpaid tax or deficiency or portion thereof.
To obtain equitable relief, the taxpayer must not be eligible for relief under IRC § 6015(b)
or (c).

R E A S O N S  F O R  C H A N G E
Under pre-1998 law, IRC § 6013(e) provided for relief where it would be inequitable to
hold the other spouse liable for a deficiency; however, eligibility was dependent upon a
“no actual or constructive knowledge” requirement.  To alleviate the perceived inequity 
of this standard in certain cases, Congress included a new equitable relief provision in 
IRC § 6015(f) without establishing firm qualifying criteria.  Without clarification, the
Internal Revenue Service continues to consider equitable relief claims under the new law
while using a level of knowledge standard as a critical factor found to be unsatisfactory in
certain cases under prior law.

Revenue Procedure 2000-15 sets forth the Service’s procedures for determining whether a
spouse is entitled to relief from joint and several liability under § 6015(f).66 This guidance
outlines a non-exclusive list of factors the Service can consider to determine whether it
would be inequitable, considering all of the facts and circumstances, to hold the taxpayer
liable for a joint tax debt.  The revenue procedure states that “no one factor is determina-
tive” in reaching a decision, and “… all factors will be considered and weighed appropri-
ately.”  Exhibit A summarizes those factors.

Eligibility for equitable relief, however, can depend heavily upon the actual or construc-
tive knowledge standard.  Among factors considered in determining eligibility, Revenue
Procedure 2000-15 provides that if “a requesting spouse knew or had reason to know of
the item giving rise to the deficiency or that the reported liability would be unpaid at the
time the return was signed,” such knowledge would be an “extremely strong factor weigh-
ing against relief.”

We believe that no one factor should categorically outweigh other factors.  For example,
under IRC § 6015(f), the taxpayer’s actual knowledge of an item on the joint return
should not categorically outweigh factors that mitigate that knowledge, including the
complexity of the tax consequences flowing from the return item, the taxpayer’s educa-
tion level or business expertise, or the existence of abuse in the marriage. Because actual
and constructive knowledge bars relief under IRC § 6015(b) and actual knowledge bars relief under
IRC § 6015(c), neither actual nor constructive knowledge should automatically bar relief under the
“facts and circumstances” analysis of IRC § 6015(f).  Nor should actual or constructive knowledge
automatically weigh more than other factors in making a “facts and circumstances” determination
under IRC § 6015(f). 

E Q U I TA B L E
R E L I E F
F A C T O R S

D E TA I L E D
E X P L A N AT I O N

66 Rev. Proc. 2000-15, 2000-1 C.B. 447.
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Congress designed this provision to provide relief to certain joint filers who do not qualify
for the revised traditional relief under IRC § 6015(b) or the separate liability election of
IRC § 6015(c).  Given Congressional intent in enacting equitable relief, it would appear
that giving more weight to the extent of knowledge over other factors will result in denial
of a claim where all other factors support a grant of equitable relief.  Weighting the extent
of knowledge equally with other factors such as economic hardship, lack of significant
benefit and marital status would extend the benefit to those in most need while removing
those claimants clearly ineligible from consideration. 

Although the current procedures also state that a taxpayer’s noncompliance is a factor
weighing against providing relief, the procedures do not list the taxpayer’s history of com-
pliance with the tax laws as a positive factor.  It is true that all taxpayers are required to
comply with their tax obligations.  Sometimes a taxpayer has a tax liability arising from
unfortunate circumstances surrounding a marriage.  Since that time, the taxpayer may
have taken affirmative and consistent steps to be in compliance with all tax obligations
and to make sure that those circumstances do not repeat themselves.  While it should not
be the sole factor upon which relief is based, the taxpayer’s history of compliance or even
cooperation with the IRS should be taken into consideration as a positive factor.

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
Modify Internal Revenue Code section 6015(f) to describe the factors to be used in mak-
ing the determination to grant equitable relief.  The section should state that no one fac-
tor alone would be sufficient to warrant IRC § 6015(f) relief and that knowledge, actual
or constructive, should not automatically be given more weight than other factors.

The following factors should be among those considered in making a determination of
IRC § 6015(f) relief. 

◆ Whether the tax was attributable to the income of the individual requesting relief;  

◆ Whether the electing spouse derived significant and continued benefit from the
income to which the tax is attributable;

◆ Whether the taxpayer was the victim of abuse, fraud, or deceit by the non-electing
spouse;

◆ Whether the taxpayer’s mental or physical health was seriously impaired at the
time of signing the joint return; 

◆ Whether the taxpayer demonstrates a history of compliance with the tax law,
including affirmative acts to achieve compliance or cooperation with the IRS;

◆ Whether the taxpayer was ordered to file the joint return in question by a court of
law, over the taxpayer’s objection;



F Y  2 0 0 1  A N N U A L  R E P O R T   ◆ TA X P AY E R ADVOCATE S E R V I C E 149

J O I N T  A N D  S E V E R A L  L I A B I L I T Y

◆ The existence of a divorce or property settlement agreement addressing the spouses’
obligation, as between themselves, to pay the tax liability;

◆ The taxpayer’s level of education;

◆ The taxpayer’s degree of involvement in the activity generating the tax liability;

◆ The taxpayer’s involvement in the financial matters of the couple or business;

◆ The taxpayer’s business or financial expertise;

◆ The taxpayer’s constructive or actual knowledge of the item giving rise to the tax
liability;

◆ The complexity of the tax treatment of the item giving rise to the tax liability; and 

◆ Whether the taxpayer will experience significant hardship if the Service does not
provide equitable relief.

In providing guidance under this section, there should be an explanation provided for
each of the factors that should be used in making a determination under IRC § 6015(f).

Congress should clarify how IRC § 6015(f) differs from IRC §§ 6015(b) and (c), namely,
that without IRC § 6015(f), the application of joint and several liability would result in
some harm that offends the conscience of law-abiding taxpayers and their sense that the
tax laws are administered fairly and sensibly.  The inclusion of an expanded discussion of
the nature of these factors in accompanying legislative history, will provide taxpayers, the
Service, and the courts with clear guidance about the circumstances in which Congress
intends the Service to grant “equitable” relief.  The guidance should make clear that the
taxpayer is required to make a showing of more than one compelling circumstance before
joint and several liability will be disregarded.  

The proper evaluation and weighing of equitable relief factors by the IRS is fundamental
for a taxpayer to obtain equitable relief.  In a judicial proceeding reviewing the Service’s
decision, the taxpayer must show that the Service abused its discretion in denying equi-
table relief.  While the National Taxpayer Advocate agrees that this standard is appropriate
for reviews of IRC § 6015(f) determinations, because the judicial standard of review is so
high, it is imperative that the Service adequately consider all the facts and circumstances
in the administrative proceedings.  If the IRS merely “gets it wrong” but does not abuse
its discretion, the taxpayer has no real judicial recourse.  Thus, it is extremely important
for the IRS to “get it right” the first time in IRC § 6015(f) cases.  The National Taxpayer
Advocate believes that additional Congressional guidance will assist the Service in making
IRC § 6015(f) determinations consistent with Congressional intent.
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E X H I B I T  A
E Q U I TA B L E  R E L I E F  F A C T O R S

(Rev. Proc. 2000-15)

F A C T O R S  W E I G H I N G  I N  F A V O R  O F  R E L I E F

◆ Marital Status.

◆ Economic Hardship.

◆ Abuse.

◆ No Knowledge or Reason to Know.

◆ Nonrequesting Spouse’s Legal Obligation.

◆ Attributable to the Nonrequesting Spouse.

F A C T O R S  W E I G H I N G  A G A I N S T  R E L I E F

◆ Attributable to the Requesting Spouse.

◆ Knowledge, or Reason to Know.

◆ Significant Benefit.

◆ Lack of Economic Hardship.

◆ Noncompliance with Federal Income Tax Laws.

◆ Requesting Spouse’s Legal Obligation.
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1 Relief only for amounts unpaid as of 7/22/98 and amounts arising after 7/22/98. For amounts paid prior to
July 22, 1998, IRC § 6o13 (e) applies.

2 AZ, CA, ID, LA, NV, NM, TX, WA, WI
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3 Collection activities that put the taxpayer on notice that the IRS intends to collect the tax from the taxpayer.
(Levy, seizure, refund offset, judicial suit or claim, etc.)
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P R O B L E M
In general, Internal Revenue Code section 6015(g) allows refunds or credits when relief is
granted from joint and several liability under IRC § 6015.  However, IRC § 6015(g)(3)
specifically excludes the issuance of a refund under the IRC § 6015(c) “separate liability”
election.  In addition, in developing the regulations and guidance on allowing refunds
under IRC § 6015(f) (equitable relief), the Secretary has applied a very narrow interpreta-
tion of the general refund provisions of IRC § 6015(g) and significantly limited refunds
when relief is granted under IRC § 6015(f). 

Taxpayers who make this election may be making payments under a previously agreed
upon installment arrangement.  If the taxpayer remains in compliance with this agreement
while his innocent spouse claim is being processed, and he is granted relief under IRC §
6015(c), the Service cannot refund any part of the installment agreement payments he
made during the processing of his case. 

If relief is granted under IRC § 6015(f), current regulations allow refunds on payments
made under an installment agreement.  However, claimants cannot receive relief when
their refund has been used to offset the outstanding liability or where assets have been
seized for sale.  If relief is subsequently granted, in these situations, any prior payment of
tax will not be refunded or credited.

E X A M P L E S
◆ A taxpayer owes $25,000 attributable to a married filing joint return.  The taxpayer

files a claim for relief under IRC § 6015(c).  After 16 months of processing time,
the claim is granted.  Prior to filing the innocent spouse request, the taxpayer had
an installment agreement requiring payments of $833 per month.  While the
taxpayer’s innocent spouse claim was being processed, he continued to make
monthly payments timely, totaling $13,328.  Because a refund cannot be issued
under IRC § 6015(g)(3) for a determination made under IRC § 6015(c), the 
taxpayer in the installment agreement has paid $13,328 more even though the
Internal Revenue Service determined this person is not liable for the taxes.

◆ In April 2001, a taxpayer discovers that a tax liability on a joint return with her 
ex-husband was not paid.  She first learned this when her 2000 refund for $2,500
was offset and applied to the earlier tax debt.  At the time the return was filed, the
taxpayer wrote a check to her husband to pay the tax liability.  The taxpayer files a
claim for equitable relief under IRC § 6015(f) in May 2001.  The IRS grants her
relief but cannot return her $2,500 tax refund under current IRS procedures.

C R E D I T S
A N D
R E F U N D S

S U M M A R Y
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R E C O M M E N D AT I O N
◆ Amend Internal Revenue Code section 6015(g)(3) so that, when relief is granted in

full or in part under IRC § 6015(c), payments made after the date of filing an
innocent spouse claim can be refunded.

◆ Modify the language of Internal Revenue Code section 6015(g) to provide guid-
ance to the Secretary for developing a broader interpretation of the issuance of
refunds under IRC § 6015(f). 
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J O I N T  A N D  S E V E R A L  L I A B I L I T Y

P R E S E N T  L A W
In general, the provisions of Internal Revenue Code section 6015(g) allow refunds of tax
when the taxpayer has been determined to be eligible for relief from joint and several 
liability.  However, IRC § 6015(g)(3) specifically prohibits the issuance of refunds for 
taxpayers granted relief under the “separate liability” provisions of IRC § 6015(c).

Further, the Service has interpreted the general provision of IRC § 6015(g) to mean that
the Service may use its discretion when allowing refunds under the equitable relief 
provisions of IRC § 6015(f).  The Service’s current published guidance provides that a
requesting spouse is eligible to be considered for IRC § 6015 relief in the form of a
refund of liabilities for (a) amounts paid on or after July 22, 1998, and on or before 
April 15, 1999; and (b) installment payments, made after July 22, 1998, pursuant to an
installment agreement entered into with the Service and with respect to which an 
individual is not in default, that are made after the claim for relief is requested.67

R E A S O N S  F O R  C H A N G E
The provisions of IRC § 6015(g) specifically authorize refunds.  However, the Service has
interpreted the phrase “unpaid tax or any deficiency” in IRC § 6015(f) to mean that
refunds were not intended under this subsection.  We believe that the language of
IRC § 6015(g) and the allowance for equitable relief under IRC § 6015(f) is sufficiently
broad and provides credible evidence that this provision was not intended to be con-
strued as narrowly as the Internal Revenue Service is currently interpreting it.  

The procedures set forth in Revenue Procedure 2000-15 regarding refund rules under
IRC § 6015(f) can prevent taxpayers who qualify for innocent spouse relief from receiving
complete relief from joint and several liability.  Particularly with respect to cases in which
the tax was not paid with the original return, a taxpayer may first learn of the outstanding
liability when a collection action occurs.  To deny a refund of that collected amount to a
taxpayer who otherwise qualifies for equitable relief is in itself inequitable.

Internal Revenue Code section 6015(g)(3) excludes the refund of payments as a result of
an election under IRC § 6015(c).  This rule causes problems if, while the innocent spouse
claim is being considered, the claimant is in an installment agreement, her refunds are
applied to the outstanding liability, or her property is subject to a federal tax lien.
Taxpayers are encouraged to maintain installment agreements while the claim is being
considered.  However, taxpayers are later penalized for this compliance when
IRC § 6015(c) relief is granted but the refund of these payments is not allowed under
IRC § 6015(g)(3). 

C R E D I T S
A N D
R E F U N D S

D E TA I L E D
E X P L A N AT I O N

67 Rev. Proc. 2000-15, 2000-1 C.B. 447.
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For example, a taxpayer, recently divorced, needed to sell her home to reduce her living
expenses.  Her house was subject to a federal tax lien arising from a joint debt.  She filed
an innocent spouse claim and requested that the lien be released so that she could sell the
house.  Her claim had been in process for 18 months when she used a recently acquired
death benefit payment of $10,000 to pay the tax liability.  The Internal Revenue Service
released the lien and her house was sold.  Six months later, the IRS made a determination
of relief in her favor under IRC § 6015(c).  The taxpayer’s $10,000 payment could not be
refunded.

Under present law, the taxpayer must default on his installment agreement in order to
avoid making payments that will not be refunded if he is entitled to relief under 
IRC § 6015(c).  However, if the taxpayer is ultimately denied relief under IRC  § 6015(c),
he will owe more penalties and interest because he stopped making installment payments
while his claim was being considered.  

The proposed amendment to IRC § 6015(g)(3) will enable a taxpayer to make payments
towards a joint tax debt while seeking innocent spouse relief without risking the loss of
those funds if relief is ultimately awarded.  The amendment also encourages taxpayers 
to remain in compliance while they pursue their legal options for relief from joint and
several liability.

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N S
Modify the language of Internal Revenue Code section 6015(g) to provide guidance to the
Secretary and the Internal Revenue Service to expand the scope of refunds under IRC §
6015(f) to include those refunds available to the taxpayer under the refund limitation
rules described in IRC §§ 6511(a) and (b).  Thus, a taxpayer qualifying for equitable relief
under IRC § 6015(f) should be entitled to the same refunds as a taxpayer qualifying for
“traditional innocent spouse” relief under IRC § 6015(b). 

Amend Internal Revenue Code section 6015(g)(3) to allow refunds of payments made
after the date on which the claim for relief under IRC § 6015(c) was filed, when relief is
granted in full or in part under that provision.
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P R O B L E M
Internal Revenue Code section 6015 does not specifically authorize the IRS to rescind 
its final determination as to relief from joint and several liability.  It is not clearly stated
in IRC § 6015 whether the Service may make an additional determination in order to 
correct an error after it has issued the final determination letter.  

In general, a taxpayer has the option to petition the United States Tax Court after the
notice of final determination is issued when he or she does not agree with a determina-
tion made by the IRS.  Taxpayers may miscalculate the final date to petition the court
because of holidays and weekends.  Further, IRC § 6015(e) does not explicitly grant the
taxpayer a right to petition the Court if the request for relief under IRC § 6015(f) is
denied.

E X A M P L E
A person who lives in a battered women’s shelter or who moves frequently may be unable
to timely forward necessary information to the IRS.  The IRS may issue a determination
letter following its normal procedures, only to receive the taxpayer’s relevant information
a few days later.  It is unclear whether the Service may make an additional “final” determi-
nation in such a case.

The taxpayer’s only recourse is to petition the Tax Court.  If the date is not specified in
the notice of final determination, the taxpayer may not understand the final due date for
the petition.  Since the IRS may not rescind the final determination, the taxpayer must
file a petition in the Tax Court to protest the determination, even though the Service may
agree with the taxpayer based on the additional information.  

The ability to rescind a notice of final determination should be available if additional
information is secured, if other factors warrant reconsideration, or if the IRS made an
error in making the determination.  Under IRC § 6212(d), the Secretary may, with the
consent of the taxpayer, rescind a notice of deficiency mailed to the taxpayer.  The current
proposal would grant taxpayers the same opportunities for relief in the administrative 
processing of innocent spouse claims that they have in audit determinations and other
claims.  

J O I N T  A N D  S E V E R A L  L I A B I L I T Y

F I N A L
D E T E R M I N AT I O N
R I G H T S

S U M M A R Y



L E G I S L AT I V E  RECOMMENDATIONS

S E C T I O N

TWO K E Y  R E C O M M E N D AT I O N S

160

R E C O M M E N D AT I O N
◆ Amend Internal Revenue Code section 6015 to allow the Internal Revenue Service

to rescind a determination letter issued under IRC § 6015 with the agreement of
the taxpayer, as permitted under IRC § 6212(d).68

◆ Amend Internal Revenue Code section 6015(e)(1)(A) to require the IRS to provide
in the notice of final determination the last date to petition the Tax Court.  Also,
provide for the taxpayer to be able to petition the Tax Court by the later of the
date the Secretary specifies in the notice of final determination or 90 days from the
date of the notice.  Include in IRC § 6015(e)(1)(A)(ii) language that would allow
taxpayers outside the United States 150 days to petition the Tax Court, as is 
currently provided taxpayers who receive a notice of deficiency.

◆ Amend Internal Revenue Code section 6015(e) to allow the taxpayer the right to
petition the United States Tax Court in determinations made under IRC § 6015(f).
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68 Section 6015(c) provides for taxpayer who are no longer married or living together to separate their portion of
tax liability for any liability which is assessed with respect to the return.  Section 6015(g)(3) specifically states
that no credit or refund shall be allowed as a result of an election under subsection (c).
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P R E S E N T  L A W
Rescission of Notice of Final Determination Under IRC § 6015

Internal Revenue Code section 6015 authorizes for the Secretary to make a determination
for relief from joint and several liability and to issue a notice of final determination to the
taxpayer.  Currently, the IRS does not include the final date for filing a petition with the
Tax Court in the notice because if the IRS supplies an incorrect date, the law does not
provide a remedy to the taxpayer who relies on that date.  

Clarification of Last Date to Petition the Tax Court

Currently, IRC § 6015(e)(1)(A) provides the taxpayer up to 90 days to petition the United
States Tax Court from the date the Secretary mails the notice of final determination for
relief, or the date which is six months after the election for relief is filed.  No provision
requires the Secretary to specify the date to petition the Tax Court in the notice of final
determination.  Further, taxpayers who are outside of the United States at the time a
notice of final determination is mailed do not have an extended period of time to file a
petition.  Internal Revenue Code section 6213(a) provides taxpayers living outside the
United States 150 days to file a petition to respond to a notice of deficiency.69

Provide Judicial Review for Determinations Made Under IRC § 6015(f)

Internal Revenue Code section 6015(e) allows the taxpayer to petition the Tax Court
when a spouse elects relief under IRC § 6015(b) or (c).  The Tax Court has held that when
a taxpayer elects relief under IRC § 6015(b) or (c), the Tax Court also has jurisdiction to
review the Secretary’s determination of relief under IRC § 6015(f).70 The Tax Court has
not yet issued an opinion as to whether it has jurisdiction to review any determination of
relief made under IRC § 6015(f).  

R E A S O N S  F O R  C H A N G E
Rescission of Notice of Final Determination

Internal Revenue Code section 6015 does not specify that the notice of final determina-
tion can be rescinded.  It is not clear whether the Internal Revenue Service has the ability
to rescind the determination letter.  Thus, the IRS does not have the flexibility to consid-
er information received after a notice of final determination for innocent spouse relief is
issued.  The IRS should be able to rescind the notice of final determination if supplemen-
tal facts are submitted but not timely. 

J O I N T  A N D  S E V E R A L  L I A B I L I T Y

F I N A L
D E T E R M I N AT I O N
R I G H T S

D E TA I L E D
E X P L A N AT I O N

69 IRC § 6212(d) Authority to rescind notice of deficiency with taxpayer’s consent.  The Secretary may, with the
consent of the taxpayer, rescind any notice of deficiency mailed to the taxpayer .  Any notice so rescinded
shall not be treated as a notice of deficiency for purposes of subsection (c) (1) (relating to further deficiency
letters restricted). §6213 (a) (relating to restrictions applicable to deficiencies, petitions to Tax Court),…

70 IRC § 6213(a) states, “ … Within 90 days, or 150 days if the notice is addressed to a person outside the
United States, after the notice of deficiency authorized in section 6212 is mailed (not counting Saturday,
Sunday, or a legal holiday in the District of Columbia as the last day), the taxpayer may file a petition with
the Tax Court for a redetermination of the deficiency.”
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A person who has unstable home circumstances or who moves frequently may be unable
to timely forward necessary information.  The IRS may issue a determination letter deny-
ing the claim before the relevant information arrives.

This proposal could avoid the taxpayer’s having to petition the Tax Court when the
Internal Revenue Service and the taxpayer agree the additional information would change
the original determination.  It could also help in cases where the IRS makes an error in
processing the claim for relief or other factors contribute to an incomplete determination
of relief.  Although the number of taxpayers impacted is relatively small (154,900 claims
for relief filed since 7/22/98), providing an administrative way to address these cases
would spare the taxpayer, the Internal Revenue Service, and the court system expenses
associated with litigation. 

The National Taxpayer Advocate recognizes that it is important to both the taxpayer and
effective tax administration to provide closure and avoid unnecessary delays in finalizing
the determination.  Therefore, the Secretary should provide guidelines for administering
the re-determination process.

Clarification of Last Date to Petition the Tax Court

Taxpayers can miss their opportunity to petition the United States Tax Court in “stand-
alone” innocent spouse cases because of the difficulty in calculating the final date to peti-
tion the Tax Court.  It would be helpful for taxpayers if the notice of final determination
provided the last date to file a petition with the Tax Court.  Currently, the IRS does not
include this date in the notice because, if the incorrect date is entered, the law does not
provide a remedy to the taxpayer who relies on that date.  Consequently, taxpayers may
miscalculate the time period for petitioning the Tax Court.

Currently, IRC § 6213(a) requires the IRS to provide the last date to petition the United
States Tax Court in response to a statutory notice of deficiency.  Thus, taxpayers who
request relief under IRC § 6015 as part of an administrative audit or appeals proceeding
receive notice of the final date by which they must file a Tax Court petition, while taxpay-
ers who seek IRC § 6015 relief in a stand-alone proceeding do not receive such notice.

Under the National Taxpayer Advocate proposal, it is intended that IRC § 6015(e)(1)(A)
be consistent with the provisions of IRC § 6213(a) with respect to the inclusion of a peti-
tion due date in the determination letter and with respect to the extended filing deadline
for taxpayers outside the United States.

Internal Revenue Code section 6015(e)(1)(A) does not require a determination letter to
provide the last date for filing a petition in the Tax Court, as it does in IRC § 6213(a). 
If the Secretary includes a date in the notice of final determination and it is incorrect, 
the taxpayer could be late in filing his or her petition with the Tax Court.71
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71 Butler v. Commissioner, 114 T.C. 276 (2000); Fernandez v. Commissioner, 114 T.C. 324 (2000).



This provision affects taxpayers who do not receive their desired relief administratively.
Approximately 50 percent of innocent spouse claims are allowed administratively.  Thus,
this proposal would potentially affect the 50 percent that are denied.  It is significant for
those individuals whose claims are denied because their ability to timely petition the Tax
Court determines whether or not they are able to exercise their right to a hearing.72 The
Court no longer keeps records of orders of dismissal; therefore, we do not have statistics
on how many petitions were untimely.

Judicial Review of Determinations Made Under IRC § 6015(f)

Internal Revenue Code section 6015(e) allows the taxpayer to petition the Tax Court when
a spouse elects relief under IRC § 6015(b) or (c).  The Tax Court has held that when a
taxpayer elects relief under IRC § 6015(b) or (c), the Tax Court also has jurisdiction to
review the Secretary’s determination of relief under IRC § 6015(f).73 The Tax Court has
not yet issued an opinion as to whether it has jurisdiction to review any determination of
relief made under IRC § 6015(f).  This does not ensure, however, that the Tax Court will
take the same position on this issue or that appellate courts will sustain the position of
the lower court. The IRS is not challenging the Tax Court’s jurisdiction over cases raising
issues solely under IRC § 6015(f).

In certain situations, the dispute may not involve the tax reported on the joint return.
Rather, the taxpayer may be disputing his or her obligation to pay the correctly reported
but unpaid tax liability.  This individual’s only course for relief is under IRC § 6015(f)
and, if the IRS does not grant relief, the individual may or may not be able to obtain 
Tax Court review.  Taxpayers who can afford legal counsel may be able to petition the 
Tax Court in an underpayment case by electing relief under IRC § 6015(b) or (c), even
though the taxpayer would not qualify for relief under those provisions.  Less sophisticated
taxpayers who are not aware of the Tax Court’s recent holdings on this issue would not
know to elect relief under IRC § 6015(b) or (c) and may not be able to petition the 
Tax Court.

The following table represents the cases by code section that have been through an
administrative appeal before an IRS Appeals Officer.  The table shows that close to 50
percent of the claims made under IRC § 6015(f) were denied relief administratively. 
If these individuals did not apply for relief under (b) or (c), they would not be entitled 
to take their case to the Tax Court. 
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72 IRC § 6213(a) states, “Any petition filed with the Tax Court on or before the last date specified for filing such
petition by the Secretary in the notice of deficiency shall be treated as timely filed.”

73 In Fiscal Year (FY) 2000, 13,676 petitions were filed with the Tax Court; in FY 2001, 15,440 petitions were
filed.
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TA B L E  2 . 2 . 6  A P P E A L S  D E T E R M I N AT I O N S  A S  O F  1 1 . 2 5 . 2 0 0 1

IRC 
SECTION      NUMBER APPROVED             PARTIAL  DENIED 

Service Wide 4132 1648 687 1797

Service Wide    6013(e) 96 26 27.08% 9 9.38%      61 63.54%  100%

Service Wide    6015(b) 907 412 45.42% 95 10.47% 400 44.10% 100%

Service Wide    6015(c) 487 237 48.67% 151 31.01%     99  20.33% 100%

Service Wide    6015(f) 424 157 37.03% 56 13.21%    211  49.76% 100%

Service Wide    6015(f) 2196 809 36.84% 374 17.03% 1013 46.13%  100%

Service Wide    66(c) (second 17 5 29.41% 2 11.76%     10 58.82% 100%
sentence)

Service Wide    66(c) (first 5 2 40.00% 0 0.00%       3 60.00%  100%
sentence)

The request for relief under IRC § 6015 does not suspend the running of the period of
limitations on collection.74 Currently, the Internal Revenue Service does not collect on
these individuals unless the statutory collection period has nearly run, as a matter of tax
administration policy.  However, by including IRC § 6015(f) claims in the IRC § 6015(e)
provision granting Tax Court jurisdiction, the IRS would be restricted from collecting and
the statute of limitations period for collection of tax would be tolled.

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N S

Rescission of Notice of Final Determination

Add a new section under Internal Revenue Code section 6015 that would allow the
Internal Revenue Service to rescind a determination letter, with the agreement of the tax-
payer, similar to the authority in IRC § 6212(d).75

Clarification of Last Date to Petition the Tax Court

Amend Internal Revenue Code section 6015(e) to require the Secretary to provide the
final date on which the taxpayer can petition the Tax Court in the notice of final determi-
nation.  Amend IRC § 6015(e)(1)(A) to allow the taxpayer to petition the Tax Court the
later of the date the Secretary specifies in the determination letter or 90 days from the
date of the letter.  Include in IRC § 6015(e)(1)(A)(ii) language that at the time of the
notice would give taxpayers outside the United States 150 days to petition the Tax Court. 
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74 Butler v. Commissioner, 114 T.C. 276 (2000); Fernandez v. Commissioner, 114 T.C. 324 (2000).

75 Prop. Reg. § 1.6015-7(a)(2)(ii) states that “If a requesting spouse seeks only equitable relief under  § 1.6015-4,
the restrictions on collection of paragraph (c)(1) of this section do not apply.  The request for relief does not
suspend the running of the period of limitations on collection.”



Judicial Review of Determinations Made Under IRC § 6015(f)

Amend Internal Revenue Code section 6015(e) to clarify that taxpayers have the right
to petition the Tax Court to challenge determinations in cases seeking relief under 
IRC § 6015(f) alone. 

This amendment will generally prevent the IRS from collecting and will toll the statutory
limitation period for collection during the pendency of the suit.
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D I D  Y O U  K N O W ?

◆ The Alternative Minimum Tax (AMT) is so complicated that many taxpayers are not 
aware that they may be subject to it.

◆ The AMT has drifted from its goal of ensuring that wealthy 
Americans pay at least some tax.

◆ Last year, some individuals with income below $50,000 were required to pay AMT.

◆ Employees exercising incentive stock options may fall under the AMT.

◆ Unlike the standards for income tax, AMT thresholds are not adjusted and indexed
for inflation.

◆ In 1998, 75 percent of the taxpayers subject to AMT paid only 19 percent of total
AMT revenues.

◆ As many as 35.5 million taxpayers may be subject to AMT by 2010.

◆ The AMT is too complicated for most taxpayers to calculate without paid
professional help. For tax year 1998, tax professionals prepared approximately 
53.4 percent of all individual income tax returns.

◆ Between keeping records, studying the law, preparing and mailing the form, a
taxpayer may need almost 12 hours just to deal with the AMT.

◆ Taxpayers may have to read ten pages of instructions, fill out a 13-line worksheet and 
a 54-line form – then find out they owe little or no alternative minimum tax after all.

3
ALTERNATIVE
MINIMUM
TAX FOR
INDIV IDUALS

RE
CO

M
M

EN
DA

TI
ON

S



F Y  2 0 0 1  A N N U A L  R E P O R T   ◆ TA X P AY E R ADVOCATE S E R V I C E 167

The National Taxpayer Advocate recommends that the individual Alternative Minimum
Tax be repealed.

P R O B L E M
The individual Alternative Minimum Tax (AMT) is a separate and complex tax structure
originally designed to reduce the effect of certain tax provisions used frequently by high-
income taxpayers and infrequently by other taxpayers to reduce their tax liabilities, and to
ensure that these wealthy individuals paid some federal tax.1 Congress enacted a mini-
mum tax in 1969 following testimony by the Secretary of the Treasury that 155 people
with adjusted gross income (AGI) of $200,000 or more had paid no federal income tax for
the 1966 tax year.2

Today, the impact of the AMT extends beyond the narrow group of taxpayers originally
subject to the tax in 1969 when it was first enacted. High state taxes, large capital gains or
unreimbursed employee business expenses or a large number of dependents can trigger
the AMT today. The individual AMT requires taxpayers to compute their income tax lia-
bility twice, first using the regular tax system and then using the AMT system. Because of
its complexity, taxpayers today often do not know that they are subject to the AMT. 3

The instructions for Form 1040 require taxpayers to complete a thirteen-line worksheet,
not to determine AMT, but simply to find out if they are liable for AMT. If they are
liable, they must then determine their AMT liability using Form 6251, Alternative
Minimum Tax – Individuals which contains 54 lines. In many cases, taxpayers complete
this form only to find that they are not subject to the tax after all. 

The AMT increases the time taxpayers need to determine their final tax liability by almost
12 hours. The IRS estimates taxpayers will spend six hours to compute the AMT portion
of their liability.4 If taxpayers are entitled to claim the credit for prior year minimum tax,
they will spend an additional five hours and 58 minutes calculating their credit using
Form 8801, Credit For Prior Year Minimum Tax – Individuals, Estates, and Trusts.5

It has been estimated that by 2010, 35.5 million taxpayers will be affected by AMT.6 This
projected growth in AMT coverage, coupled with its complexity, will add significantly to
the overall compliance burden on taxpayers. This increased coverage will also affect the

A L T E R N A T I V E  M I N I M U M  T A X  F O R  I N D I V I D U A L S

1 Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1976 (JCS-3376), December 29,
1976 at 105.

2 The 1969 Economic Report of the President: Hearings Before the Joint Economic Comm., 91st Cong., 1st
Sess., pt. 1, at 46 (1969) (statement of Joseph W. Barr, Secretary of the Treasury).

3 Tax Code Complexity: New Hope for Fresh Solutions: Hearings before the Senate Comm. on Finance, 107th
Cong., 1st Sess. 80 (2001) (statement of Pamela J. Pecarich, American Institute of Certified Public
Accountants).

4 Instructions for Form 6251, Alternative Minimum Tax -Individual, (rev. 2001) p. 8.
5 Instructions for Form 8801, Credit for Prior Year Minimum Tax – Individuals, Estates, and Trusts (rev. 2001) p. 4.
6 U. S. Congress, Joint Committee On Taxation, Estimated Effects of the Conference Agreement for H.R.

1836{1}(JCX-51-01) p. 8.
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distribution of the tax burden and may change the economic incentives created by the tax
system. Additionally, under current law, AMT could neutralize future changes to the regu-
lar tax system.7

E X A M P L E S
The following examples illustrate the impact of AMT upon individual taxpayers:

◆ A mother of five earned $45,000 in tax year 2000. She must pay $1,850 in AMT
due to the number of her personal exemptions.8

◆ A taxpayer files a joint return claiming two exemptions for tax year 1999. The tax-
payer has an AGI of $190,000 and itemized deductions which are limited by
phase-outs. The taxpayer lives in a high tax state and must pay $10,194 in AMT
due to state and local income taxes of $47,000. 

◆ Currently, residents of several states are able to include settlement amounts in
gross income net of attorney fees.9 In other states, taxpayers must include the entire
settlement amount in gross income and claim a miscellaneous itemized deduction
for the attorney fees. The deduction triggers the AMT, which in turn reduces or
eliminates the tax benefit of the deduction. 

◆ A taxpayer accepts a job offer with a compensation package that includes incentive
stock options to supplement his salary. In order not to lose his vested options, the
taxpayer exercises them. The AMT is calculated on the value of the shares at the
time the taxpayer exercised the options, not on the depressed share price when he
actually sells them. Although the transaction may generate thousands of dollars in
AMT credits, the taxpayer cannot use them against future income tax since he will
not recognize significant gain from the sale of his depressed stock.

R E C O M M E N D AT I O N
Repeal the provisions of Internal Revenue Code sections 55, 56, 57, 58 and 59 which 
pertain to the Alternative Minimum Tax for individuals. 
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7 U.S. General Accounting Office, Alternative Minimum Tax: An Overview of its Rationale and Impact on
Individual Taxpayers, Report to the Chairman, Senate Comm. on Finance (2000).

8 Tax Code Complexity: New Hope for Fresh Solutions: Hearings before the Senate Comm. on Finance,
107th Cong., 1st Sess. 80 (2001) (statement of Pamela J. Pecarich, American Institute of Certified Public
Accountants). While not specified in the testimony, further research indicates that the taxpayer was required
to use the married filing separate status as she was separated from her spouse for less than six months. 

9 IRC § 61 
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P R E S E N T  L A W
The AMT was originally designed to reduce the effect of certain provisions frequently
used by high-income taxpayers and infrequently by other taxpayers to reduce their tax 
liability. Thus, the AMT has provisions covering deductions for drilling oil wells, farm 
tax shelters, interest from tax-exempt private activity bonds, and other items generally
unfamiliar to the average taxpayer.

The tax law provides for preferred treatment of some kinds of income, and allows special
deductions and credits for some kinds of expenses. Taxpayers who benefit from these 
provisions may have to pay a minimum amount of tax through the AMT. All taxpayers
who are subject to the AMT for individuals must file a separate form - IRS Form 6251,
Alternative Minimum Tax – Individuals. They must complete this form and supplemental
worksheets even if it turns out, after all the calculations are computed, that they owe no
AMT.

C A L C U L AT I N G  T H E  A M T  I S  A  F I V E - S T E P  P R O C E S S :

◆ First, taxpayers calculate their regular income tax. 

◆ Second, they determine whether the AMT may apply. Some taxpayers may be
subject to the AMT if they claim certain preference items, such as accelerated
depreciation and tax exempt interest.10 These taxpayers go straight to the third step.
Other taxpayers may be subject to the AMT if their taxable income in 2001 plus
certain other items exceeds $49,000 for married couples filing a joint return (half
that for each spouse if they file separately), or $35,750 for a single filer or head of
household.11 Those taxpayers complete a 13-line worksheet provided in the instruc-
tions to IRS Forms 1040 and 1040A. If the worksheet indicates that the AMT may
apply, those taxpayers go on to the third step.

◆ Third, taxpayers use Form 6251, which contains 28 lines in Parts I and II, to recal-
culate taxable income using the rules of AMT instead of regular income tax rules.
The result of this calculation is called alternative minimum taxable income
(AMTI). 

◆ Fourth, taxpayers subtract their applicable AMT exemption amount from their
AMTI to calculate their tentative minimum tax. 

◆ However, if taxpayers have capital gains, they must complete Part IV of Form 
6251 using maximum capital gains rates to calculate their tentative minimum
tax, adding 26 additional lines to the calculation. 

A L T E R N A T I V E  M I N I M U M  T A X  F O R  I N D I V I D U A L S

10 IRC § 55(b)(2)(B) 
11 These exemption amounts, increased by the Economic Growth and Tax Relief Reconciliation 

Act of 2001” (P.L. 107-16), are in effect through 12/31/04.
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◆ When applicable, taxpayers subtract the alternative minimum foreign tax credit 
to arrive at their tentative minimum tax.

◆ Finally, taxpayers compare their regular tax (minus any tax from Form 4972, Tax on
Lump-Sum Distributions, and any foreign tax credit from Form 1040) with their
tentative minimum tax, and pay whichever is greater. Technically, the AMT is not
the whole amount of tax calculated under AMT rules; it is only the difference
between tentative minimum tax and regular income tax.

The AMT has two rates. A tax rate of 26 percent applies if AMTI minus the exemption
amount does not exceed $175,000. Each dollar above $175,000 is taxed at 28 percent.
While these rates do not exceed the highest regular income tax rate, the AMT allows
fewer ways to reduce tax liability than the regular income tax. It also applies as a flat rate
to all AMT, as opposed to the progressive rates (27 – 30 – 35 – 38.6) applied to income
brackets in the regular tax system. Thus, it raises additional revenue despite its relatively
low rates.12

Once taxpayers are subject to the AMT, they accrue AMT credits. However, these credits
may be applied only to timing items, and not to exclusion items. Timing items are those
that are accounted for in different tax years in the regular tax and AMT systems.
Exclusion items are adjustments and tax preference items that result in the permanent
exclusion of income for regular income tax purposes, such as the standard deduction, per-
sonal exemptions and certain itemized deductions. Additionally, these credits can be used
only when the regular tax liability reduced by other nonrefundable credits exceeds the
tentative minimum tax for the tax year. 

There are instances when a taxpayer may not be able to use a minimum tax credit. A tax-
payer whose AMT liability stems from the exercise of an Incentive Stock Option (ISO)
may not be able to use some or all of the minimum tax credit. For example, as a result of
exercising an ISO, a taxpayer has an AMT liability of $1000 in year 1 and in year 2. Due
to a decline in the value of the stock, the regular tax liability when his stock is sold is
$100. Only $100 of the minimum tax credit can be used. Thus, the taxpayer recovers just
$100 of the $1000 AMT he has paid. 

R E A S O N S  F O R  C H A N G E
The AMT is rapidly becoming a problem for low-income and middle-income taxpayers.
Congress originally enacted the minimum tax in 1969 following testimony by the
Secretary of the Treasury that 155 people with adjusted gross income above $200,000 paid
no federal income tax on returns for tax year 1966.13 Adjusted for inflation, $200,000 in
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12 U.S. Congress, Joint Economic Committee Study, The Alternative Minimum Tax for Individuals: A Growing
Burden, May 2001.

13 The 1969 Economic Report of the President: Hearings Before the Joint Economic Comm., 91st Cong., 1st
Sess., pt. 1, at 46 (1969) (Statement of Joseph W. Barr, Secretary of the Treasury). 
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1966 equals about $1.1 million today. But because the AMT is not indexed for inflation,
individuals with an AGI well below $200,000 can be liable for AMT. 14

Several personal, nonrefundable regular tax credits were either directly or effectively not
allowable against the AMT, including the child tax credit, adoption credit, child and
dependent care credit, and education credits. A temporary provision enacted in 1998 
prevented taxpayers from having their personal tax credits limited by the AMT. This
provision expires December 31, 2001.15 The Economic Growth and Tax Relief
Reconciliation Act of 2001 (Pub. L. No. 107-16) permanently extended the child tax credit
and adoption tax credit against AMT liability. H.R. 3090 has been introduced to allow
the other nonrefundable credits against regular and minimum tax liability. 

For tax year 1998, approximately 53.4 percent of all returns were completed by a paid pre-
parer. However, 83.4 percent of all 1998 returns reporting an AMT liability were complet-
ed by paid preparers.16 The AMT’s complexity places it beyond the basic tax preparation
skills of most taxpayers subject to its provisions. 

Each year the National Associate of Enrolled Agents surveys its members on the problems
of the filing season and asks them to choose the most complex item in the Internal
Revenue Code, which is labeled ‘‘the tax headache of the year.” The overwhelming winner
in 2001, for the second year in a row, was the individual alternative minimum tax.17

The individual AMT no longer serves the purpose for which it was originally enacted. The
present structure of the individual AMT expands the scope of its provisions to taxpayers
who should not be drawn into the complex concepts, calculations and recordkeeping
required of AMT taxpayers. The AMT system imposes a significant burden on taxpayers
who bear no resemblance to those whom the minimum tax originally attempted to reach.
It creates taxpayer confusion and anger because it catches taxpayers unaware, often oper-
ates in a counter-intuitive fashion, and penalizes certain transactions that serve public
policy goals (e.g., attorney fees for awards in employment discrimination cases, or the use
of incentive stock options to encourage employee engagement and investment in
companies).

A L T E R N A T I V E  M I N I M U M  T A X  F O R  I N D I V I D U A L S

14 Subcommittee on Oversight of the Committee on Ways and Means, U.S. House of Representatives, 2001 Tax
Return Filing Season Hearing, 107th Cong., 1st Sess., (2001) p. 84 (Statement of Claudia Hill, National
Association of Enrolled Agents).

15 IRC § 26(a)(2)
16 Tax Year 1998 Compliance Research Information System (CRIS), Model IFM 2000.
17 Subcommittee on Oversight of the Committee on Ways and Means, U.S. House of Representatives, 2001 Tax

Return Filing Season Hearing, 107th Cong., 1st Sess., (2001) p. 86 (Statement of Claudia Hill, National
Association of Enrolled Agents).
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E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
The repeal of the individual AMT would greatly simplify the tax code. It will eliminate
the burden taxpayers experience when completing two different tax computations and
maintaining the related books and records, including information about AMT credit carry
forwards. 

AMT repeal will also reduce the use of IRS compliance resources in administering this
provision. IRS research indicates a marked increase in court cases involving the AMT.
From 1969 to 1979, there were a minimal number of these cases. However, since 1990, at
least 260 cases involving individual AMT have been heard in the United States Tax
Court.18

Over the last six years, lawmakers from both parties and both houses of Congress have
introduced at least 25 pieces of legislation proposing repeal of the individual AMT.19 

The repeal of the individual AMT will require that Congress address the treatment of
unused prior year minimum tax credits.

Alternate Proposals to Limit the Impact of the individual AMT

If full repeal of the individual Alternative Minimum Tax (AMT) is not possible, it should
be restructured to restore it to its original scope and application. The National Taxpayer
Advocate recommends at least one of the following changes be made to the individual
AMT.

Index the individual Alternative Minimum Tax Exemptions to current dollars.

In 1982, Congress established levels of alternative minimum taxable income that would
be exempt from the AMT.20 For a married couple filing jointly the exemption was
$40,000. The AMT exemption amounts have been adjusted twice since 1982. If adjusted
for inflation, the exemptions first used in tax year 1983 would be $65,600 for married fil-
ing jointly, $49,200 for Single or Head of Household and $32,800 for Married Filing
Separate in 2001.21

If the 1983 AMT exemption amounts had been indexed for inflation and applied to 1998
tax returns, 552,016 taxpayers 22 would not have had an AMT liability in 1998.
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18 Lexis-Nexis® research 
19 HR 275 sec 5, 1/30.01, Sam Johnson; HR 437, 2/6/01, English
20 The Tax Equity and Fiscal Responsibility Act of 1982 changed the structure of the AMT system for

individuals, eliminating the “tiered system” and among other changes, established exemption
amounts. 

21 Tax Year 1998 Compliance Research Information System (CRIS), Model IFM 2000.
22 Id.
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Establish a gross income threshold (indexed for inflation), for individual Alternative
Minimum Tax that can be taken directly from the tax return.

Eighty-one percent of the total AMT revenues of $5,034,802,540 in tax year 1998 came
from 212,960 tax returns that had an Adjusted Gross Income (AGI) median of $295,707.
These returns represent only 25 percent of the total 894,564 returns showing an AMT 
liability for that tax year.23 In other words, 75 percent of the returns reporting an AMT 
liability in 1998 accounted for only 19 percent ($942,660,496) of the AMT revenues.

This proposal would have eliminated the AMT liability for 504,058 to 818,903 taxpayers
in 1998 depending upon the threshold amount selected.24

Eliminate personal exemptions, the standard deduction, deductible state and local
taxes, and miscellaneous itemized deductions as adjustment items for individual
Alternative Minimum Tax purposes.

The current AMT rules include adjustments for deductions and credits that are now 
available to many taxpayers. Thus, middle-income taxpayers are increasingly subject to the
AMT provisions. The proposed changes would alleviate the AMT burden for taxpayers
with large families, who live in locales with high state and local taxes, and those who
incur high miscellaneous itemized deductions. 

This recommendation would have eliminated the AMT liability in 1998 for 731,074 
taxpayers.25

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N  
Some form of an individual minimum tax system — designed to ensure that wealthy 
people pay at least some tax — has been part of the Internal Revenue Code since 1969.
Changes to the minimum tax laws in 1978 and 1982 served as the basis for the current
Alternative Minimum Tax system for individuals. 

In 1969, the minimum tax exemption amount was generally $30,000. In 1982, Congress
established levels of Alternative Minimum Taxable income (AMTI) that would be exempt
from the AMT. The exemption amounts, subtracted from AMTI in tax year 1983, based
on filing status, were $40,000 for Married Filing Joint or Qualifying Widow(er), $30,000
for Single or Head of Household and $20,000 for Married Filing Separate. The exemption
amounts were increased in 1993 to $45,000, $33,750 and $22,500 respectively. The
Economic Growth and Tax Relief Reconciliation Act of 2001 temporarily increases the
exemption amounts by $4,000 for married taxpayers filing joint returns and $2,000 for all
other taxpayers for the tax years 2001 through 2004.
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23 Id.
24 Id.
25 Tax Year 1998 Compliance Research Information System (CRIS), Model IFM 2000.
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Historically, the alternative minimum tax system affected relatively few people. That 
situation is changing rapidly. It is estimated that, for tax year 2001, 1.5 million taxpayers
will be subject to AMT, 29.1 million for tax year 2008 and 35.5 million taxpayers in tax
year 2010.26 

There are several reasons for the creeping impact of the AMT. Taxpayers who itemize
deductions and live in high tax states will be affected. Also, the increasing use of incentive
stock options for employee compensation draws many taxpayers into the alternative mini-
mum tax system. 

However, the primary reason for AMT creep is that the AMT thresholds are not adjusted
and indexed for inflation. One method of correcting this situation would be to adjust and
index the exemption amounts for inflation. 

Adjusting the exemption amounts for inflation using 1983 as a base year and 1998 tax
return data, the IRS has projected how taxpayers and tax revenue might be affected by
this recommendation. The IRS has determined that the exemption amounts in 1998,
based on filing status, would have been $65,600 for Married Filing Jointly or Qualifying
Widow(er), $49,200 for Single or Head of Household and $32,800 for Married Filing
Separate. The IRS then projected the impact this would have on the number of taxpayers
subject to the individual AMT in 1998.27 

The following table contains the results of this projection:

TA B L E  2 . 3 . 1 :  1 9 9 8  TA X  R E T U R N  A N D  A M T  R E V E N U E  D ATA  A D J U S T E D  F O R  I N F L AT I O N

1998 Actual Projected Projected
Number of Returns Number of Decrease in 
with AMT Liability Returns with AMT Revenue 

AMT Liability  

849,564 297,548 24% 
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26 U. S. Congress, Joint Committee on Taxation, Estimated Effects of the Conference Agreement for H.R.
1836{1} (JCX-51-01) p. 8.

27 Tax Year 1998 Compliance Research Information System (CRIS), Model IFM 2000
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R E C O M M E N D AT I O N
As an alternative to AMT repeal, the individual Alternative Minimum Tax Exemptions
should be indexed for inflation.

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N  
The individual Alternative Minimum Tax (AMT) now impacts millions of taxpayers who
were not within its original scope. By tax year 2010, 35.5 million taxpayers will be affected
by AMT.28

Taxpayers filed 124 million individual tax returns in 1998. Of that total, 6.4 million
returns required computation of a Form 6251, Alternative Minimum Tax - Individuals;
4.4 million such returns were actually filed. Of the 4.4 million, more than 3.4 million of
those taxpayers included Form 6251 just to demonstrate that they did not owe AMT.29

By establishing a gross income AMT test that could be determined from the face of the
original tax return, at least 3.4 million taxpayers each year may not have to perform AMT
calculations and complete the Form 6251 just to show that they owe no tax. This is a sub-
stantial reduction in taxpayer burden. 

Additionally, based upon IRS data for tax year 1998, 81 percent of the total AMT rev-
enues of over $5 billion came from 212,960 returns reporting a median Adjusted Gross
Income (AGI) median of $295,707. These returns represent only 25 percent of the total
894,564 returns showing an AMT liability for that tax year. In other words, 75 percent of
the returns reporting an AMT liability in 1998 accounted for only 19 percent ($942 mil-
lion) of the AMT revenues.30

Establishing a gross income AMT test indexed for inflation will remove many middle-
income taxpayers from the alternate minimum tax system. Using 1998 tax return data, 
the IRS has projected the number of taxpayers who could be impacted by AMT and the
possible tax revenue if this recommendation is implemented.31 As the following table 
suggests, it would also be possible to minimize the impact of AMT upon low-income and
middle-income taxpayers by establishing a gross income AMT test that is indexed for
inflation.
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28 U. S. Congress, Joint Committee on Taxation, Estimated Effects of the Conference Agreement for H.R.
1836{1} (JCX-51-01) p. 8.

29 Tax Year 1998 Compliance Research Information System (CRIS), Model IFM 2001
30 Id.
31 Id.
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TA B L E  2 . 3 . 2 :  G R O S S  I N C O M E  F R O M  1 9 9 8  TA X  R E T U R N  D ATA  I N D E X E D  F O R  I N F L AT I O N

1998 Gross Income Number of Taxpayers Total AMT Liability 
Greater Than... Liable for AMT (in billions)

$1,000,000 30,661 $1.8 
$500,000 74,357 $2.4 
$250,000 252,393 $3.5 
$200,000 345,506 $4.0 

R E C O M M E N D AT I O N
As an alternative to repeal, the individual AMT should be restructured to establish a gross
income threshold (indexed for inflation) below which the taxpayer would not be subject
to AMT. Initial applicability would be determined by the gross income reported on the
face of the individual’s tax return. Thus, many individuals would not have to complete
Form 6251 and related worksheets to determine if they were subject to the individual
AMT. 

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
The individual alternative minimum tax was originally devised to limit the tax benefit of
certain preference items (adjustments, deductions, and credits) used frequently by high-
income taxpayers and infrequently by others.32 The current AMT includes certain adjust-
ments that are available to most taxpayers. Consequently, the AMT now impacts middle-
class taxpayers by eroding the value of credits and exemptions that were intended to aid
them in the first place. 

In testimony before the United States Senate Committee on Finance, the American Bar
Association Section of Taxation projected that by tax year 2007, almost 95 percent of the
revenue from AMT preferences and adjustments will be derived from four items that are
“personal” in nature — the personal exemption, the standard deduction, state and local
taxes, and miscellaneous itemized deductions.33 The IRS projects that by tax year 2005,
75.8 percent of AMT revenue will be attributable to these four adjustment items.34
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32 Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1969 (JCS-16-70), 
December 3, 1970, at 105.

33 U. S. Senate, Committee on Finance, Tax Simplification Hearings , 26 April 2000, (Statement of Richard
M. Lipton on behalf of the American Bar Association Section of Taxation.

34 Tax Year 1998 Compliance Research Information System, Model IFM 2000.
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If personal exemptions, the standard deduction, state and local taxes and miscellaneous
itemized deductions are eliminated as adjustment items for the purpose of computing
AMT, the number of 1998 individual income tax returns with an AMT liability would be
118,490 (a decrease from 849,564) with AMT revenue of $1,393,312,123 (a decrease from
$5,034,802,540).35

A recent United States Tax Court case illustrates the AMT’s expanding reach and the bur-
den it places on taxpayers. 36 A taxpayer filed a Form 1040 for tax year 1997, claiming mar-
ried filing separate status. He claimed two personal exemptions and reported an AGI of
$37,850, consisting solely of wages from employment. He claimed total itemized deduc-
tions of $28,403, including miscellaneous itemized deductions of $26,903 for unreim-
bursed employee expenses. The taxpayer calculated his tax liability, not thinking he was
subject to the AMT. He reported a taxable income on his return of $4,147 and a tax liabil-
ity of $619. Since he was subject to AMT, his correct tax liability was $2,982.
Nevertheless, the taxpayer contended that he was not the type of person who should be
liable for alternative minimum tax, and this tax system was not meant for him because he
was not wealthy and had no items of tax preference. The Tax Court sustained the
Commissioner’s position.

In reaching its conclusion, the Court said: 

Absent some constitutional defect, we are constrained to apply the law as written,
… and we may not rewrite the law because we may “deem its effects susceptible of
improvement,” … Accordingly, petitioner’s appeal for relief must, in this instance,
be addressed to his elected representatives. “The proper place for a consideration of
petitioner’s complaint is the halls of Congress, not here.” (citations omitted)37

R E C O M M E N D AT I O N
Eliminate personal exemptions, the standard deduction, deductible state and local taxes,
and miscellaneous itemized deductions as adjustment items for individual Alternative
Minimum Tax purposes.

A L T E R N A T I V E  M I N I M U M  T A X  F O R  I N D I V I D U A L S

35 U. S. Congress, Joint Comm. On Taxation, Estimated Effects of the Conference Agreement for H.R. 1836{1}
(JCX-51-01) p. 8.

36 Birts v. Commissioner, T.C. Summary Opinion 2001-77, No. 3914-00S [4 June 2001], Tax Analysts 2001
TNT 108-10.

37 Birts v. Commissioner, T.C. Summary Opinion 2001-77, No. 3914-00S [4 June 2001], Tax Analysts 2001
TNT 108-10.
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I N T R O D U C T I O N
When federal tax liabilities are not timely paid, the Internal Revenue Code provides for
the accrual of interest and certain penalties. Interest compensates the federal government
for the taxpayer’s continuing use of funds that have not been paid into the Treasury as
required. Penalty provisions in the Internal Revenue Code are intended to foster compli-
ance with the tax laws. However, taxpayers who believe they have done all they can or
know to do in order to comply with the tax law have difficulty in understanding why they
are charged interest and penalties that may exceed the tax liability.

In this section of the report, we focus on three key issues that research indicates cause
many problems for taxpayers and the IRS. They are: 

◆ Interest Rate and Failure to Pay Penalty

◆ Interest Abatement on Erroneous Refunds

◆ First-time Penalty Waiver

In the “Additional Issues” section of this Report, we identify two other penalty and inter-
est issues that require legislative action and may be further developed in future reports.
They include:

◆ Federal Tax Deposit (FTD) Avoidance Penalty

◆ Adjustment of Estimated Tax Penalty in Accordance with Amended Returns

We have also identified the need for a uniform safe harbor exception and a “reasonable
cause” exception to the individual estimated tax penalty in this Report’s “Potential Issues”
section.

It is my hope that these recommendations will result in penalty and interest reform that
will reduce complexity and encourage the application of common sense to these situa-
tions by both taxpayers and the IRS.

4
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1 Installment Agreement Cumulative Report, Part 1 - IA’s, Period Covered: Oct-Mar FY 2001
2 IRC § 6159 (c) requires the Secretary to enter into installment agreements where the aggregate amount of 

liability (without regard to interest, penalties, additions to tax, and additional amounts) does not exceed
$10,000, the taxpayer has a good compliance history over the last five years and is financially able to pay 
liability, and full payment of liability can be made within 3 years.
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P R O B L E M
At one time, a simple, set interest rate was the only charge on underpayment of taxes. This
simple rate appeared to make the government the preferred “lender” on tax underpayments.
Enactment of the failure to pay penalty in 1969 increased the cost of “borrowing” from the
government. However, further changes to the interest rate structure in 1982 and 1986 have
not made the government a less desirable lender, even with the addition of the failure to
pay penalty. The computation for the underpayment interest rate is not consistent or com-
petitive with outside lenders. In addition, charging a compounded interest rate and a failure
to pay penalty is confusing to taxpayers and creates additional complexity. 

E X A M P L E
Taxpayers requesting installment agreements typically owe from $4,000 to $6,000.1 The 
typical allowable period for establishment of an installment agreement is 36 months, not
including penalty and interest charges.2 The following table shows an analysis of the options
available to taxpayers for financing an unpaid tax of $4,000.00 and the approximate months
needed to fully pay the total finance costs.

TA B L E  2 . 4 . 1  —  F I N A N C E  C O S T  C O M P A R I S O N

Source of Home Equity IRS Unsecured      Credit Card 
funds Loan Bank Loan

Amount of debt $4,000 $4,000 $4,000 $4,000 

Rate of interest 8.11% 7% 13.8% 15.76% 

Monthly $125.00 $125.00 $125.00 $125.00 
Payment

Interest Charge $568.67 $570.13 $1,012.84 $1,155.10

Failure to $0 $314.27 $0 $0 
Pay Penalty

Total interest $568.67 $884.40 $1,012.84 $1,155.10 
and penalty

Approximate Length  38 months 40 months 42 months       43 months 
of Time to Pay-Off

Total Cost $4,568.67 $4,884.40 $5,012.84 $5,155.10

Loan and credit card interest rates are taken from www.banx.com.

R E C O M M E N D AT I O N S
Repeal the failure to pay penalty provisions of Internal Revenue Code section 6651 while
revising IRC § 6621 to allow for a higher underpayment interest rate.

I N T E R E S T  R AT E
A N D  F A I L U R E
T O  P AY
P E N A LT Y

S U M M A R Y

P E N A L T Y  A N D  I N T E R E S T  I S S U E S
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P R E S E N T  L A W
Generally, individual taxpayers must file their income tax returns and pay any tax due on
those returns by April 15 each year.3 If a taxpayer is unable to fully pay the amount due
on that return, any unpaid balance will be assessed interest charges4 and a failure to pay
(FTP) penalty.5 Interest and penalty charges are computed from the due date of the return
without regard to extensions of time for filing.6 The FTP penalty is charged at the rate of
0.5 percent per month on the unpaid balance, up to a maximum of 25 percent of tax
due,7 while the interest charge is computed at a quarterly adjustable rate based on the fed-
eral short-term rate plus three percent.8 The IRS charges a lesser FTP penalty while taxpay-
ers are in compliance with an installment agreement.9

Interest accrues daily on unpaid tax and penalties.10 In 1982, the method of interest calcu-
lation changed. Where there was once a simple interest computation, deficiency interest
computations were revised to compound daily as a better reflection of commercial
practice.11 This change also allowed for the accruing of interest charges on interest, as well
as the aforementioned tax and penalties. 

R E A S O N S  F O R  C H A N G E
Until the 1970’s, the interest provisions of the Code were relatively uncomplicated. The
interest rates on tax underpayments and overpayments were identical at a statutorily
prescribed six percent simple interest rate. This structure remained in existence from 1954
until 1969, when Congress first enacted a failure to pay penalty. At that time, the combi-
nation of the FTP penalty and the interest rate on unpaid tax obligations was intended to
equate to a market rate of interest so that taxpayers would not have an incentive to pay
other creditors before paying their tax debts.12 Thus, the enactment of the failure to pay
penalty made borrowing from the government appear much less attractive. 

I N T E R E S T  R AT E
A N D  F A I L U R E
T O  P AY
P E N A LT Y

D E TA I L E D
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3 IRC§ 6072(a). Provides guidance on filing of tax returns. Generally, individual income tax returns are due by
the 15th day of the fourth month after the end of the fiscal or calendar year.

4 IRC § 6601(a). 
5 IRC § 6651(a)(2) generally states if payment of tax does not occur on or before the due date, an additional

amount of 0.5 percent per month will be added, not to exceed 25 percent of original underpayment. 
6 IRC § 6601(b)(1) and § 6651(a)(2). 
7 IRC § 6651(a)(2).
8 IRC § 6621(a)(2).
9 IRC § 6651 (h) allows for a reduction in the failure to pay penalty from 0.5 percent per month to 0.25 percent

per month during the terms of an installment agreement.
10 IRC § 6601(e)(2) contains provisions for assessment of interest in respect to additions to tax and any assess-

able penalty. Also see footnote 2 regarding interest charges.
11 Department of the Treasury, Office of Tax Policy, Report to The Congress on Penalty and Interest Provisions

of the Internal Revenue Code, October 1999, 33
12 Department of the Treasury, Office of Tax Policy, Report to The Congress on Penalty and Interest

Provisions of the Internal Revenue Code, October 1999, 32, 33
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Despite many legislated changes in the interest rate and FTP penalty structures, the inter-
est rate charged on tax debts, combined with the FTP penalty, does not approximate a
market rate of interest charged on unsecured loans to most consumers. This is one reason
why many taxpayers continue to pay other creditors before paying their tax debts. 

This current system of penalty and interest computations is not consistent with today’s
business practices. Financial institutions often charge a fixed rate of interest on both
secured and unsecured loans. A penalty is not charged unless a late installment payment is
received.13 This type of late payment penalty encourages timely payment of the
installment. 

Due to the higher market interest rates charged by financial institutions for unsecured
debts, the IRS remains the lender of choice. The complexity in the penalty structure
might also make the penalty system seem unfair, or weaken the deterrent effect of
penalties.14 In addition, the FTP penalty has not proven to be a deterrent for late payment
of taxes as the total cost of borrowing from the IRS is still lower than most unsecured
creditors. 

The FTP penalty accounts for 57.9 percent of all penalties charged individual income tax-
payers. In 2000, the IRS assessed FTP penalties totaling $1.4 billion against 11.2 million
accounts. For the same year, assessments of the FTP penalty accounted for less than 1 
percent of revenues.15 FTP penalties can be removed for reasonable cause.16 Through 
further contacts with the taxpayer in 2000, the IRS reconsidered assessment and removed
$187.8 million in FTP penalties charged against 1.2 million accounts.17 These abatements
constituted 6.11 percent of all penalties assessed in 2000. The large number and dollar
amount of abatements is further evidence that the current FTP system is not working as
intended.

P E N A L T Y  A N D  I N T E R E S T  I S S U E S

13 12 CFR Part 226, Banks and Banking, allows for assessment of a late payment fee for exceeding a credit limit,
or for delinquency, default, or a similar occurrence.

14 Department of the Treasury, Office of Tax Policy, Report to The Congress on Penalty and Interest Provisions
of the Internal Revenue Code, October 1999, 39

15 Internal Revenue Service, 2000 Data Book, Department of the Treasury. Comparison of Gross Collections
(Table 7) to Total Individual Failure to Pay Penalties assessed (Table 26).

16 Treas. Reg. § 301.6651-1 stipulates that an FTP penalty can be removed or non-assessed if due to reasonable
cause and not willful neglect. Reasonable cause considerations include (but are not limited to); Death or 
serious illness, unavoidable absence, destruction of records by fire or other casualty and are outlined in IRS
Policy Statement P-2-7. 

17 Internal Revenue Service, 2000 Data Book, Department of the Treasury, Table 26.
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E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
The National Taxpayer Advocate proposes that Congress repeal the FTP penalty provision
of Internal Revenue Code section 6651 and charge taxpayers an interest rate equivalent to
a market rate of interest on unsecured loans. In their 1998 report, the Joint Committee on
Taxation recommended an interest rate equal to the short-term AFR plus 5 percentage
points.18

Elimination of the FTP penalty would reduce the number of reasonable cause abatements,
reducing the burden on both the IRS and taxpayers. This proposal will also put the
government on an equal footing with commercial lending institutions and encourage 
taxpayers to borrow from other lenders, where they have more flexibility in payment
options, loan terms, and a potential for a negotiable interest rate. This would decrease IRS
costs in maintaining installment agreement programs and increase the collection of tax
dollars sooner. A single interest charge will be a direct charge, reducing taxpayer confusion
concerning their payment options and eliminating some of the complexity of the current
penalty provisions. 
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18 Joint Committee on Taxation, Study of Present-Law Penalty and Interest Provisions as Required by
Section 3081 of the Internal Revenue Service Restructuring and Reform Act of 1998, Vol. 1, 76-77,
(JCS-3-99)
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P R O B L E M
Interest on an erroneous refund (i.e., a refund of tax to which an individual taxpayer is
not entitled) must be abated until the date that the Internal Revenue Service (IRS) asks to
be repaid, unless the taxpayer caused the refund or the refund amount is greater than
$50,000. If the refund amount is greater than $50,000, the taxpayer must pay interest
from the date of the refund, even if he or she did nothing to cause it. Thus, taxpayers
with larger erroneous refunds are treated differently from those with smaller ones, even
though their circumstances are otherwise identical.

E X A M P L E

◆ Mr. Jones received an erroneous refund check for $5,000 on January 15, 2000. He
did not take any action that caused the refund to be issued to him. On March 1,
2000, he received a notice demanding repayment of the refund. On March 15,
2000, within 21 days of the notice, he repaid the full amount by sending a check
for $5,000. He was not required to pay any interest even though he had use of the
funds for two months.

◆ Ms. Smith received an erroneous refund check for $60,000 on January 15, 2000.
She did not take any action that caused the refund to be issued to her. On March
1, 2000, she received a notice demanding repayment of the refund. On March 15,
2000, within 21 days of the notice, she repaid the full amount by paying
$60,791.98, including $60,000 for the refund, plus interest of $791.98, that she was
required to pay from the date of issuance of the erroneous refund.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 6404(e)(2) to require the Secretary to abate the
assessment of all interest on any erroneous refund under IRC § 6602 until the date the
demand for repayment is made, unless the taxpayer (or a related party) has in any way
caused such an erroneous refund. Further, the Secretary should have discretion not to
abate any or all such interest where the Secretary can establish that the taxpayer had
notice of the erroneous refund before the date of demand and the taxpayer did not
attempt to resolve the issue with the IRS within 30 days of such notice.

P E N A L T Y  A N D  I N T E R E S T  I S S U E S
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P R E S E N T  L A W
Internal Revenue Code section 6602 imposes interest on any erroneously refunded tax,
interest, penalty, or additions to tax that are recoverable by suit under IRC § 7405.19

An erroneous refund is defined as “any receipt of money from the Service to which the
recipient is not entitled.”20 Such a refund may be caused by some action taken by the 
taxpayer or a related party, or it may be due to an error made by the IRS. If the taxpayer
did nothing to cause the refund, interest must be abated on the refund from the date of
issuance until the date demand for repayment is made, unless the erroneous refund
exceeds $50,000.21 Consistent with IRC § 6601(e)(3), the taxpayer is provided with an
additional 21 days from the demand date to repay the full amount without incurring any
interest charges.22

If the refund amount is greater than $50,000, the taxpayer must pay interest from the date
of the refund, even if the money was refunded through no fault of the taxpayer. If the
refund amount is from $50,001 to $99,999, the taxpayer will still be given 21 days from
the demand date to pay the full amount of the refund, including interest from the refund
date to the demand date, without incurring any additional interest. If the refund is
$100,000 or more, the taxpayer is given only 10 days after demand in which to fully repay
the total amount without incurring additional interest charges.23

Internal Revenue Code section 7405 authorizes the United States to seek recovery of 
erroneous refunds by bringing suit in a United States district court. This suit generally
must be filed within two years of the date of issuance of the erroneous refund.24

Additionally, many of these refunds are not considered to be tax debts, because they
result from the Service’s clerical or ministerial errors and do not involve a redetermination
of the tax liability. This type of refund is referred to as a non-rebate erroneous refund.25

Since a non-rebate erroneous refund is not a tax debt, the Service cannot use its deficiency
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19 IRC § 6602 states that such interest shall accrue at the underpayment rate established under IRC § 6621
from the date of the payment of the refund. 

20 Internal Revenue Manual 21, Customer Account Services, § 21.4.5.2(1)
21 IRC § 6404(e)(2) requires abatement of interest on an erroneous refund under § 6602 until the date

demand for repayment is made, unless: (a) the taxpayer (or related party) has in any way caused the erro-
neous refund or (b) such erroneous refund exceeds $50,000.

22 IRC § 6601(e)(3) states that payments made within 21 calendar days (10 business days if the amount for
which such notice and demand is made equals or exceeds $100,000) after the notice and demand, interest
shall not be imposed.

23 Id.
24 IRC § 6532(b) states that the recovery of an erroneous refund by suit under § 7405 shall be allowed only

if such suit is begun within 2 years after the making of such refund, except that such suit may be brought at
any time within 5 years from the making of the refund if it appears that any part of the refund was induced
by fraud or misrepresentation of a material fact. 

25 See O’Byrant v. United States, 49 F.3d 340, 342 (7th Cir. 1995); Internal Revenue Manual 21, Customer
Account Services, § 21.4.5.3(1).
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procedures or its administrative collection procedures to recover the erroneous refund.
The Service may file suit under IRC § 7405 or recover the refund amount through the
principle of common law offset.26

R E A S O N S  F O R  C H A N G E
Prior to 1987, there was no provision for the abatement of interest when IRS issued erro-
neous refunds to taxpayers. In 1986, Congress limited interest abatement to erroneous
refunds in amounts not greater than $50,000.27 The House and Senate committee reports
for the bill both recommended that interest on erroneous refunds be abated where the
refund was not caused by the taxpayer and the refund did not exceed $1,000,000.28 The
conference agreement limited the amount to $50,000.29

Under present law, if an erroneous refund of over $50,000 is directly deposited into a tax-
payer’s savings account and the taxpayer only receives quarterly statements from his or
her bank showing the savings account transactions, it could be three months before the
taxpayer has actual notice of the erroneous refund. If the taxpayer calls the IRS immedi-
ately upon receiving his or her savings account statement showing the erroneous deposit,
that taxpayer will still be charged interest from the date on which the refund was issued.

On the other hand, consider the treatment of a taxpayer who receives an erroneous
refund of $5,000 and who learns of this refund from his or her account statement
received 30 days after the refund was deposited. Under current law, this taxpayer is able to
use the funds without incurring any interest charges until the Service identifies the erro-
neous refund on its own and subsequently sends a demand for payment to the taxpayer.
Under common law, a person who comes into possession of money not his own has the
duty of safeguarding that money and returning it to its rightful owner. To take on that
duty, a person must first realize that he has funds that do not belong to him.30 The pres-
ent law seems to recognize that a taxpayer is less likely to realize that he has received an
erroneous refund when it involves a small amount of money. The larger the erroneous
refund, the more likely the taxpayer is to be aware that he has received a refund in error.

The National Taxpayer Advocate believes that a taxpayer who is on notice of the receipt
of a tax refund that is unexpected and thus might not belong to him or her has the duty
to make some inquiry of the Internal Revenue Service, regardless of the amount of the
refund. The critical concept in this proposition is “notice.” A taxpayer who receives a

P E N A L T Y  A N D  I N T E R E S T  I S S U E S

26 See United States v. Munsey Trust Co. of Washington, 332 U.S. 234, 239 (1947) (the government has the
same right as any other creditor to apply funds owed to his debtor against a debt owed to him.)

27 Tax Reform Act of 1986, Public Law 99-514, Section 1563(a).
28 House and Senate Committee Report No. 99-841, Public Law 99-514, Volume II, 810-811.
29 House and Senate Conference Report No. 99-841, Public Law 99-514, Volume II, 811.
30 D.C. Legal Ethics Opinion No. 256, footnote 9. That footnote states as follows: “At common law, a finder

of lost property, if he takes custody of it, is responsible to the owner of the property for its safekeeping and
return. Cf. Costello v. Ten Eyck, 49 NW 152 (Mich. 1891); Fisher v. Klingenberger, 576 NYS2d 476 (Rochester
City Ct. 1991). See also, 1 Am. Jur. 2d Abandoned, Lost and Unclaimed Property, at section 21 (1994); 36A
C.J.S. Finding Lost Goods at sections 7 and 8.
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refund of $500 or $1,000 may reasonably believe that he made a math error or omitted a
tax payment on his return. However, the National Taxpayer Advocate believes that it is
reasonable to expect a taxpayer who learns of an unexpected refund of $5,000, as well as
one who learns of a $51,000 unexpected refund, to call the IRS within a reasonable 
period of time and attempt to determine the reasons for the refund. 

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
The National Taxpayer Advocate recommends that a taxpayer, regardless of the amount of
the erroneous refund, should have interest abated from the date of the refund until the
date of the Service’s demand for payment. In order to eliminate the disparity in treatment
of taxpayers based solely on the amount of the refund, IRC § 6404(e)(2) should be
amended to allow abatement of interest on an erroneous refund due to an IRS error with-
out regard to the size of the refund. For tax year 1999, this proposal would have allowed
the abatement of interest on approximately 200 cases with refunds greater than $50,000.
The interest on those cases amounted to approximately $1,200,000.31

The availability of interest abatement should be limited by two conditions. First, as under
present law, the taxpayer (or a related party) cannot have caused the erroneous refund.
Second, the Secretary of the Treasury should have the discretion to impose interest where
the Secretary can show that the taxpayer had actual notice of the erroneous refund and
did not take reasonably prompt action to notify the IRS and learn the reasons for the
refund. This is particularly important in light of the Service’s limited ability and limited
time period to administratively collect non-rebate erroneous refunds. The proposal adopts
a 30-day interval after notice as a reasonable period within which the taxpayer should con-
tact the IRS and inquire about the unexpected refund.

The National Taxpayer Advocate anticipates that for reasons of administrative conven-
ience and efficiency the Secretary will not exercise his or her discretion except where it is
clear that the taxpayer decided to “wait and see” if the Service would discover that funds
were paid in error and then come looking for him or her. Thus, where an erroneous
refund was directly deposited into a savings account which provides the taxpayer with
quarterly account statements, the 30 day period might begin running from the date of the
bank statement on which the refund appears (plus allowance for a reasonable period for
mailing the statement). This rule will permit the Secretary to design clear guidelines for
determining the date of notice, as when a taxpayer was unable to review his bank state-
ments because of hospitalization. The Secretary may also establish de minimis thresholds
for applications of this second condition.
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31 Tax Year 1999 Compliance Research Information System (CRIS), IFM Model 2001.
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In summary, the National Taxpayer Advocate recommends that IRC § 6404(e)(2) be
amended to require the Secretary to abate the assessment of all interest on any erroneous
refund under IRC § 6602 until the date demand for repayment is made, unless the tax-
payer (or a related party) has in any way caused such erroneous refund. Further, the
Secretary should have the discretion not to abate any or all such interest where the
Secretary can establish that the taxpayer had notice of the erroneous refund before the
date of demand and the taxpayer did not attempt to resolve the issue with the IRS within
30 days of such notice. 

P E N A L T Y  A N D  I N T E R E S T  I S S U E S
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P R O B L E M
First time filers and taxpayers who have an excellent compliance history, and who make
reasonable attempts to comply with the tax system are sometimes faced with tax penalties
that are disproportionate to the minor errors they commit. There is no provision in cur-
rent law that allows the IRS to provide penalty relief to such taxpayers.

E X A M P L E

A taxpayer mailed his 2000 return on April 15 with a check for $200,000, which was in
full payment of the balance due on his return. On April 20 the return was sent back to
him for insufficient postage – the required postage was $1.50, but he mistakenly put $1.40
on the envelope. Subsequently he mailed the return with the required postage on April 21
but the tax return was deemed late. The taxpayer was assessed the failure to file penalty in
the amount of $10,000, as well as the failure to pay penalty.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 6404 to authorize the Secretary of the Treasury to
grant a one-time abatement of the Failure to File Penalty (IRC § 6651(a)(1)), and Failure
to Pay Penalty (IRC § 6651(a)(2)) for first time filers and taxpayers with a consistent
history of compliance where no countervailing factors are present. 
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P R E S E N T  L A W
Present law provides the Secretary of the Treasury with limited authority to abate tax,
penalties, and interest. In general, any tax (or any liability associated with the tax) may be
abated where the assessment is excessive, or the tax was assessed after the expiration of the
period of limitation, or the tax was assessed after the expiration of the period of limita-
tion, or the tax was erroneously or illegally assessed.32 

Generally, interest charged on a tax debt is not intended to be punitive in nature but is
intended to compensate the government for the time value of money. For this reason,
there is no allowance in the Internal Revenue Code for reasonable cause abatements of
interest, and the situations in which interest can be abated are narrowly defined. For
example, interest may be abated where the IRS officer’s or employee’s ministerial or man-
agerial act has caused an unreasonable error or delay.33 The IRS must abate all interest
accrued, prior to the IRS’s demand for repayment, on an erroneous refund of $50,000 or
less if the taxpayer did not cause the erroneous refund.34 

Internal Revenue Code section 6651(a)(1) imposes a penalty for failure to file a tax return
on the required due date unless such failure is due to reasonable cause. The failure to file
penalty is imposed at the rate of 5 percent for the first month and 5 percent for each
additional month (or fraction thereof) for as long at the return is not filed. The total fail-
ure to file penalty cannot exceed 25 percent of the tax shown on the return. 

Another penalty is imposed when the taxpayer fails to pay any tax shown on the return35

or which is later assessed and is not paid within 21 days of notice and demand for pay-
ment.36 This penalty is imposed on the unpaid tax at the rate of 0.5 percent per month for
the first month with an additional 0.5 percent for each additional month that the tax
remains unpaid, but cannot exceed 25 percent of the tax shown on the return.

The penalties are calculated on the net amount of the tax due.37 Where both a failure to
file and failure to pay penalty are triggered, the failure to file penalty for each month will
be reduced by the amount of the failure to pay penalty imposed.38

F I R S T  T I M E
P E N A L I T Y
WA I V E R

D E TA I L E D
E X P L A N AT I O N

P E N A L T Y  A N D  I N T E R E S T  I S S U E S

32 IRC § 6404(a)
33 IRC § 6404(e)(1)
34 IRC § 6404(e)(2)
35 IRC § 6651(a)(2)
36 IRC § 6651(a)(3)
37 See IRC § 6651(b) and Treasury Regulation § 301.6651-1(d) for rules pertaining to the net amount of ta due.
38 IRC § 6651(c)
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Treasury Regulation § 301.6551-1(c) and Internal Revenue Manual Section 120.1.1.3.1
provide guidance for when certain penalties can be abated for reasonable cause.
Reasonable cause is based on all the facts and circumstances in each situation and allows
the Internal Revenue Service to provide relief from a penalty that would otherwise be
assessed. Reasonable cause relief is generally granted when the taxpayer exercises ordinary
business care and prudence in determining their tax obligations but is unable to comply
with those obligations. Any reason that establishes a taxpayer exercised ordinary business
care and prudence but was unable to comply with the tax law may be considered for
penalty relief. 

Internal Revenue Manual section 120.1.1.3.1.1 lists several standards that IRS may use in
determining whether reasonable cause has been met. The standards listed are:

◆ Ordinary Business Care and Prudence

◆ Mistake was Made or Forgetfulness (Generally, this is not in keeping with the
ordinary business care and prudence standard and does not provide a basis for
reasonable cause. However, the reason for the mistake may be a supporting factor
if additional facts and circumstances support the determination that the taxpayer
exercised ordinary business care and prudence.) 

◆ Death, Serious Illness, or Unavoidable Absence

◆ Unable to Obtain Records

◆ Undue Hardship

◆ Advice

◆ Written Advice from the Service

◆ Oral Advice from the Service

◆ Advice from a Tax Advisor

◆ Fire, Casualty, Natural Disaster, or Other Disturbance

◆ Official Disaster Area

◆ IRS error 

Treasury Regulation § 301.6651-1(c) sets forth examples in establishing reasonable cause.
A failure to file penalty will be considered due to reasonable cause if the taxpayer exer-
cised ordinary business care and prudence and was nevertheless unable to file the return
within the prescribed time, then the delay is due to a reasonable cause. A failure to pay
penalty will be considered due to reasonable cause to the extent that the taxpayer has
made a satisfactory showing that he exercised ordinary business care and prudence in pro-
viding for payment of his tax liability and was nevertheless either unable to pay the tax or
would suffer an undue hardship if he paid on the due date. Treasury Regulation § 1.6161-
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1(b) defines undue hardship. The term undue hardship means more than an inconven-
ience to the taxpayer. It must appear that substantial financial loss, for example, loss due
to the sale of property at a sacrifice price, will result to the taxpayer from making payment
on the due date of the amount with respect to which the extension is desired. If a market
exists, the sale of property at the current market price is not ordinarily considered as
resulting in an undue hardship. 

In determining whether the taxpayer was unable to pay the tax in spite of the exercise of
ordinary business care and prudence in providing for payment of his tax liability, consid-
eration will be given to all the facts and circumstances of the taxpayer’s financial
situation, including the amount and nature of the taxpayer’s expenditures in light of the
income (or other amounts) he could, at the time of such expenditures, reasonably expect
to receive prior to the date prescribed for the payment of the tax. Thus, a taxpayer who
incurs lavish or extravagant living expenses in an amount such that the remainder of his
assets and anticipated income will be insufficient to pay his tax, has not exercised
ordinary business care and prudence in providing for the payment of his tax liability. 

R E A S O N S  F O R  C H A N G E
There are situations in which the authority to abate penalties would promote voluntary
compliance, effective tax administration, and fairness and equity but that do not fall
under any of the current provisions for abatement in the Internal Revenue Code. In many
instances, a taxpayer’s minor negligence results in the imposition of a penalty that is 
disproportionate in relation to the underlying error. 

In Edward R. Stolz II v. Commissioner,39 additions to tax and penalties arose from a
substantial understatement of taxes owed. The Tax Court held impositions of additions to
tax and penalties would not violate a settlement entered by the parties. The court held the
accountant’s error in affixing insufficient postage did not absolve petitioner of additions
to tax. Reliance on an agent for timely filing did not constitute reasonable cause for late
filing.

In Stolz, the taxpayer’s accountant erred by not affixing the correct postage. Under the
first time penalty waiver proposal, IRS would have a basis for abating the penalty as long
as the taxpayer has had a good compliance history. 

P E N A L T Y  A N D  I N T E R E S T  I S S U E S

39 TC Memo 1999-404
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In its October, 1999, report to Congress on Penalty and Interest Provisions of the Internal
Revenue Code, the Department of Treasury discussed that the late filing penalty could be
abated for “first time offenders” where willful noncompliance is not involved or other
countervailing factors are not present. In those circumstances, Treasury suggested that
waiver of the penalty, contingent on future compliance, could be considered, although it
ultimately decided not to recommend this approach.40

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N S
The recommendation would authorize the Secretary to grant one-time abatement of the
Failure to File Penalty and Failure to Pay Penalty for first time filers and for taxpayers who
have a history of compliance. Abatement would be considered appropriate when the
taxpayer made reasonable attempts to comply with the tax system and where no other
countervailing factors are present.

Granting taxpayers with an excellent compliance history a one-time penalty abatement
will help foster future voluntary compliance, and will create a more positive and
reasonable image of the IRS for all taxpayers. We note that many businesses allow their
customers a one-time waiver of late fees for mistake or oversight.41

The purpose of this abatement authority is to permit the Service to educate the taxpayer
about required behavior and provide the compliant taxpayer with relief for a first-time
error. Thus, the taxpayer would have the opportunity to learn from the mistake and to
amend his or her behavior in certain circumstances without incurring a penalty the first
time the taxpayer errs. The waiver would be particularly appropriate when the penalty is
disproportionate to the error committed by the taxpayer. 
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40 Report to the Congress on Penalty and Interest Provisions of the Internal Revenue Code, Department of the
Treasury, Office of Tax Policy, October 1999, page 67

41 It seems to be an acceptable business practice to allow someone one-time relief for paying a bill late.
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H O M E - B A S E D  S E R V I C E  W O R K E R S

P R O B L E M
Home-based service workers (HBWs) help disabled or elderly persons with personal care
or household chores. The persons receiving these services are, in most cases, considered
to be the employers of the workers.1 However, in some cases these workers are either
treated as and/or may be self-employed independent contractors.2 Confusion about a
worker’s employment status may result in different tax treatment of similarly situated
taxpayers. Home-based service workers may also incur federal tax debts because they do
not know they are being treated as self-employed. 

An HBW who works for several service recipients in any one year and is treated as an
employee of the service recipients still may not be eligible for social security coverage. In
2002, unless the HBW earns at least $1,300 per year from his or her employer for per-
forming domestic service, the employer is not liable for Federal Insurance Contributions
Act (FICA) tax.3

E X A M P L E S
◆ An HBW, a single mother with one child, earns $15,600 per year. She works for

an elderly man who is disabled because of diminished capacity. He pays her on a
weekly basis. At the end of the year, he does not file a Schedule H, Household
Employment Taxes, nor does he issue her a Form W-2. The worker believed her
employer was withholding taxes from her check. Now, she must file and pay self-
employment tax of $2,204.21. If she were treated as an employee, the taxpayer’s
share of FICA would only be $1,193.40. The current arrangement costs her more
than $50.00 per month in additional taxes. 

◆ An HBW performs domestic service for ten different employers during the calen-
dar year, each of whom pays him less than $1,300 per year. No FICA taxes are
imposed on those wages even if the worker earned $12,990 in wages (10 x 1,299).
On the other hand, if an HBW earns $1,300 annually performing services for one
employer, those wages are subject to FICA. Finally, if the HBW is self-employed,
the HBW will pay Self-Employment Contributions Act (SECA) tax on net earn-
ings from self-employment of $400 or more.4

1 Flanagan, S.A., and Green, P.S., Consumer-Directed Personal Assistance Services: Key Operational Issues for
State CD-PAS Programs Using Intermediary Service Organizations, prepared for the Office of the Assistant
Secretary for Planning and Evaluation, U.S. Department of Health and Human Services, by The MEDSTAT
Group, Cambridge, MA, 1997, p.12. 

2 Id., p. 24. 
3 IRC § 3121(a)(7)(B). A corresponding provision in the Social Security Act provides that the worker is not 

eligible for social security coverage, unless the $1,300 limit is met. This limitation is imposed on an employ-
er-by-employer basis. Social Security Act § 215.

4 IRC § 1402(b)(2).
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R E C O M M E N D AT I O N S
Amend Internal Revenue Code section 3121(d)(3) to clarify that HBWs are employees
rather than independent contractors. 

Amend the Internal Revenue Code by enacting a new section that removes liability for
employment taxes from the common law employer (here, the service recipient) and deems
the administrator of HBW funding (defined as states, their agencies, or intermediate serv-
ice organizations, regardless of the original source of funding) as the responsible party to
withhold, report, and pay employment taxes on behalf of HBWs.
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P R E S E N T  L A W
Under certain circumstances, states administer or provide funds for in-home household or
personal care services for disabled and elderly individuals.5 The persons performing such
services are referred to here as home-based service workers (HBWs).6 The precise arrange-
ments under which services are performed vary from state to state.

For example, some states may provide funds to the disabled or elderly individual who
then uses the money to obtain in-home assistance. In other cases, the HBW may be paid
by the state, or the state may pay an intermediary service organization (ISO) to act as an
agent for the recipient of the service. A variety of other payment arrangements also may
be used.7 The HBW may also be treated as an independent contractor. 

The determination of who is liable for withholding, paying, and reporting of employment
taxes begins with the identification of who is the common law employer. A worker is a
common law employee of the entity that has the right to direct and control the method
and means by which he or she performs the services.8

Liability for withholding, payment, and deposit of employment taxes rests with the
common law employer.9 If the HBW is considered the employee of the recipient of the
services, then that individual is generally responsible for applicable Federal Insurance
Contributions (FICA), Federal Unemployment Tax (FUTA), and Federal Income Tax with-
holding (FITW) under the rules applying to household employees. FITW on household
employees is required only if the employer and employee agree to withholding. Under
current law, if the HBW does not earn at least $1300 per year from his or her employer
no FICA taxes are imposed on those wages. FUTA taxes are due on the first $700010 of

H O M E - B A S E D  S E R V I C E  W O R K E R S

5 Sources of funds include, but are not limited to: Medicaid; Grants to States for Old-Age Assistance (42 USC,
Chapter 7, Subchapter I), Grants to States for Medical Assistance Programs (42 USC, Chapter 7, Subchapter
XIX), and Social Services Block Grant (SSBG) (42 USC, Chapter 7, Subchapter XX). Funds may also be pro-
vided directly from State revenues.

6 Home-based services are those in-home services or activities provided to individuals or families to assist with
household or personal care activities that improve or maintain adequate family well-being. These services may
be provided for reasons of illness, incapacity, frailty, absence of a caretaker relative, or to prevent abuse and
neglect of a child or adult. Major service components include homemaker services, chore workers, home
maintenance services, and household management services. (45 CFR Part 96 [2000]).

7 States directed more Social Services Block Grant funds to home-based services than almost any other category
(over $277 million). (The Social Services Block Grant FY 1997 Expenditure Report). California spent over $1.5
billion dollars on home-based services; over $48 million of this came from the SSBG. (A Report by The Title
XX Coalition. September 1999). Available information does not identify how many HBWs are paid by public
funds. However, it is estimated that there were 300,500 individuals employed as personal and home care aides
in 1999. (U.S. Bureau of Labor Statistics. 1999 National Occupational Employment and Wage Estimates,
ONLINE. 2001. Bureau of Labor Statistics. Available: http://stats.bls.gov/oes399021.htm [22 June 2001]).

8 IRC § 3121(d)(2). Under the common law rules, the relationship of the worker and the business must be
examined. All evidence of control and independence must be considered. Facts that provide evidence of the
degree of control and independence fall into three categories: behavioral control, financial control, and rela-
tionship of the parties. (Publication 15-A, Employer’s Supplemental Tax Guide. Rev. January 2001).

9 IRC §§ 3102(a), 3111(a) and (b), 3301 and 3402(a).
10 IRC § 3306(b)(1)
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wages per employee if the employer pays more than $100011 per quarter in cash wages for
domestic services. FICA, FUTA, and any FITW are reported annually by household
employers on Schedule H. 

The fact that a state or local government (or its health and welfare agencies) pays wages 
to the HBW does not mean that the state or agency is treating the HBW as its own
employee. These entities are generally acting as an agent for the common law employer
(here, the service recipient), as described in IRC § 3504.12 

An agent may also be considered an IRC § 3401(d)(1) employer. These rules apply when
someone other than the common law employer is in control over the payment of wages.
Whether or not a payor is in fact an IRC § 3401(d)(1) employer requires a specific under-
standing of the payment arrangement between all parties involved.13 

Internal Revenue Code section 3121(d) defines four categories of employees for purposes
of FICA. A worker is an employee if he or she is one of the following:

◆ a common law employee – IRC § 3121(d)(2)

◆ a corporate officer – IRC § 3121(d)(1) 

◆ a statutory employee – IRC § 3121(d)(3) 

◆ an employee covered by an agreement under Section 218 of the Social Security Act
– IRC § 3121(d)(4)

The common law test applies also for purposes of the FUTA, FITW, and the Railroad
Retirement Tax Act. 
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11 IRC § 3306(a)(3)
12 IRC § 3504 provides that the Secretary may prescribe procedures under which a person who has control,

receipt, custody, or disposal of, or pays the wages of an employee is treated as the agent of the employee’s
employer. Except as otherwise provided by the Secretary, all provisions of law (including penalties) and regula-
tions prescribed thereunder applicable to an employer are applicable to the agent and the employer remains
subject to all provisions of the law (including penalties) and regulations prescribed thereunder. Revenue
Procedure 70-6, 1970-1 C.B. 420, as modified by Revenue Procedure 80-4, 1980-1 C.B. 581, set forth the pro-
cedures to be followed in requesting authority to act as an agent. Revenue Procedure 80-4 contains rules appli-
cable specifically to state and local health and welfare agencies wishing to act as agents of welfare recipients
who become the employers of individuals furnished by the agencies to provide in-home domestic service.

13 If the person for whom the individual performs or performed the services does not have control of the pay-
ment of the wages for such services, the term ‘’employer’’ means the person having control of the payment of
such wages. (IRC section 3401(d)(1)). For example, a social service agency for a State administers the State’s
Medicaid programs. The agency manages a program which, using Federal and State funds, pays for HBWs for
Medicaid clients who would otherwise have to be placed in nursing homes. The agency makes payments for
the services directly to the HBWs. Direction regarding the HBW services and supervision of such services 
are provided by the care recipients who have the right to discharge their HBWs if they are dissatisfied with
their services. The HBWs are the common law employees of the service recipients. However, since the agency
has control of the payment of wages it is responsible for tax withholding. (Private Letter Ruling 9209002 
[October 3, 1991]). 
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Internal Revenue Code section 3121(d)(3) further defines statutory employees as: certain
agent or commission drivers, full time life insurance salesmen, home workers (individuals
that produce an item working from their own homes) and traveling or city salesmen.

This section does not specifically include HBWs in the definition of employee for FICA
purposes. In some instances, HBWs may be unwillingly classified as self-employed. These
individuals do not have the bargaining power with state agencies that may be needed to
insure they are treated properly as employees. 

Some HBWs are treated as self-employed individuals. Self-employment may be entered
into voluntarily or involuntarily. Many Low Income Taxpayer Clinics have reported repre-
senting clients who did not know they were being treated as self-employed.14 Other HBWs
prefer to be considered self-employed, since a self-employed worker can claim business
deductions “above the line” on Schedule C, Profit or Loss from Business, and as a result
will pay less income tax than an employee.15 Such business expenses might include the
cost of transportation between jobs, and licenses, where applicable. This compares to 
the way an outside full-time salesman is allowed to deduct his business expenses. 
IRC § 3121(d)(3)(D) defines a full-time outside salesman as an employee for FICA tax
purposes. Such salespersons may deduct unreimbursed business expenses on Schedule A
as a miscellaneous itemized deduction subject to the two percent floor. The National
Taxpayer Advocate has also suggested that these expenses be allowed as deductions under
IRC § 62(a)(2) in arriving at gross income (see the Additional Recommendations section
of this report).

R E A S O N S  F O R  C H A N G E
Both the failure to specifically identify HBWs as employees and the failure to deem state
or local entities as employers when they administer funds that pay for home-based
services create confusion for HBWs, service recipients, and the entities. Some HBWs
receive Forms W-2, Wage and Tax Statement, from either the service recipient or the
agency. Others are treated as independent contractors and receive Forms 1099-MISC,
Miscellaneous Income, from the service recipient or the agency.16 In some instances,
HBWs receive no end-of-year income reporting statement at all; thus, they are able to
avoid paying any income tax. 

H O M E - B A S E D  S E R V I C E  W O R K E R S

14 National Commission on Restructuring the Internal Revenue Service, A Vision for a New IRS (1997) 
(statement of Janet A. Spragens, February 26, 1997).

15 Employees can claim employee business expenses only as miscellaneous itemized deductions on Schedule A,
Form 1040. Thus, these deductions are available only if the employee is able to itemize.

16 Flanagan, S.A., and Green, P.S. Consumer-Directed Personal Assistance Services: Key Operational Issues for
State CD-PAS Programs Using Intermediary Service Organizations, prepared for the Office of the Assistant
Secretary for Planning and Evaluation, U.S. Department of Health and Human Services, by The MEDSTAT
Group, Cambridge, MA, 1997.
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As an independent contractor, the HBW is required to file Schedule C, Profit or Loss
from Business, and Schedule SE, Self-Employment Tax. These forms increase the com-
plexity of the tax return. The IRS estimates that an additional 12 hours are required to
complete and file Schedules C and SE.17 These workers, who earn an average of $7.5018

per hour, bear the burden of paying self-employment taxes at a rate of 15.3 percent ver-
sus the employee’s share of FICA at 7.65 percent. Clarifying the status of these workers as
employees would significantly reduce their burden in complying with the tax law.

Consider an HBW who is a single parent with one child and who averages $15,600 in
income per year.19 If the worker is treated as an independent contractor, she will be
required to pay more than $50.00 a month in additional taxes. As Table 2.5.1 Tax
Computation for Independent Contractor vs. Employee Tax Year 2000 demonstrates, the
increase in the Earned Income Tax Credit (EITC) entitlement does not offset the increase
caused by the self-employment tax. A worker earning 134 percent of federal poverty
guidelines would be hard-pressed to save $502.21 to pay taxes on April 15th, 2001.20

TA B L E  2 . 5 . 1 :  TA X  C O M P U TAT I O N  F O R  
I N D E P E N D E N T  C O N T R A C T O R  V S .  E M P L O Y E E  TA X  Y E A R  2 0 0 0  

Independent Contractor 21 Employee 22

Gross Income $15,600.00 $15,600.00 

Adjusted Gross Income $14,497.90 $15,600.00 

Taxable Income $2,447.90 $3,550.00 

Federal Income Tax $366.00 $536.00 
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17 Department of the Treasury. Internal Revenue Service. 2000 1040 Instructions, p. 56.
18 U.S. Bureau of Labor Statistics. 1999 National Occupational Employment and Wage Estimates, ONLINE.

2001. Bureau of Labor Statistics. Available: http://stats.bls.gov/oes399021.htm (22 June 2001).
19 $15,600 = $7.50/hr x 40 hrs/wk x 52 weeks.
20 $15,600 for a family of two equals 134 percent of HHS Poverty Guidelines. (66 Fed. Reg. 33 [16 February

2001]).
21 Computations for Independent Contractor are as follow: Gross Income of $15,600 less one-half of Self

Employment (SE) Tax ($1,102.10) equals Adjusted Gross Income (AGI) of $14,497.90. AGI less standard
deduction for Head of Household ($6,450) and exemptions ($2,800 x 2 = $5,600) equals Taxable Income of
$2,447.90. Federal Income tax is from the 2000 tax tables. SE Tax: Earnings of $15,600 x 92.35percent = Net
SE Earnings of $14,406.60 x 15.3 percent = $2,204.21 SE Tax. EITC based on earned income of $14,497.90.

22 Computations for Employee are as follows: Gross Income and AGI are the same since there are no adjust-
ments in arriving at AGI. AGI of $15,600 less standard deduction for Head of Household ($6,450) and
exemptions ($2,800 x 2 = $5,600) equals Taxable Income of $3,550. Federal Income tax is from the 2000 tax
tables. Employees share of FICA: Earnings of $15,600 x 7.65 percent = $1,193.40. EITC computed on earned
income of $15,600.
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TA B L E  2 . 5 . 1 :  TA X  C O M P U TAT I O N  F O R  
I N D E P E N D E N T  C O N T R A C T O R  V S .  E M P L O Y E E  TA X  Y E A R  2 0 0 0  continued

Self-Employment Tax or $2,204.21            $1,193.40 
Employee’s Share of FICA23

Earned Income Tax Credit ($2,068.00) ($1,884.00) 

Net Tax Liability $502.21 ($154.60) 

Another area of concern is compliance with employment tax rules when the service recipi-
ent is required to withhold, pay, and report employment taxes for the home-based service
provider. Many service recipients may have neither the resources nor the background to
maintain records or complete IRS employment tax forms. Recipients are not a homoge-
nous group in terms of their desire and ability to perform the fiscal and administrative
tasks required to comply with employment tax laws. 

In several states, recipients of services were initially solely responsible for withholding
taxes and filing employment tax returns. Experience in these states proves that few recipi-
ents of services are able to achieve a satisfactory level of employment tax compliance.24

Most service recipients do not have sufficient income to require filing federal individual
income tax returns because most state and federal benefits for home-based services are
means tested.25 Therefore, they would be required to file a stand alone Schedule H,
Household Employment Taxes in order to report and pay withholding on the HBW
wages. For tax year 1999, the IRS received only 4,326 stand alone Schedule H’s.26 While
there is no reliable data regarding the number of service recipients who would be required
to file, the Bureau of Labor Statistics estimates that 300,500 individuals were employed as
personal and home care aides in 1999.27 The small number of stand-alone Schedule H’s
indicates the possibility of non-compliance with employment tax filing requirements. 

H O M E - B A S E D  S E R V I C E  W O R K E R S

23 The recipient of the service receives federal funds that include the cost of paying the employer’s share of the
FICA taxes. Employee’s weekly take home pay is reduced by their share of FICA.

24 Flanagan, S.A., and Green, P.S. Consumer-Directed Personal Assistance Services: Key Operational Issues for
State CD-PAS Programs Using Intermediary Service Organizations, prepared for the Office of the Assistant
Secretary for Planning and Evaluation, U.S. Department of Health and Human Services, by The MEDSTAT
Group, Cambridge, MA, 1997.

25 To be eligible for SSBG benefits, individual and family income must be below the official poverty line as
defined by the Office of Management and Budget. (Omnibus Budget Reconciliation Act of 1981, P.L. 97-35,
Section 2605).

26 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.
27 U.S. Bureau of Labor Statistics. 1999 National Occupational Employment and Wage Estimates, ONLINE.

2001. Bureau of Labor Statistics. Available: http://stats.bls.gov/oes399021.htm (22 June 2001).



L E G I S L AT I V E  RECOMMENDATIONS

S E C T I O N

TWO K E Y  R E C O M M E N D AT I O N S

200

If a Form W-2 or Form 1099-MISC is not issued, it is all too easy for a taxpayer to disap-
pear into the cash economy and not pay taxes at all. A low-income taxpayer may not
receive Earned Income Tax Credit for which he or she is eligible. The absence of substan-
tiated earnings creates a vicious cycle, whereby the service worker remains in the cash
economy and has limited ability to improve job status or security.

One example of federal funds for home-based services is the Social Services Block Grant
(SSBG). States have directed more SSBG funds to home-based services than almost any
other category. For 1998, approximately $277 million in SSBG funds was expended to
provide home-based services to 243,738 recipients in 36 states.28 The available informa-
tion does not identify how many HBWs were paid with SSBG funds. 

Unpublished research information from the Department of Health and Human Services
indicates that the large majority of HBWs are being properly treated. However, this rec-
ommendation is made to insure all HBWs are treated similarly for federal employment
tax purposes.29

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N S
Amend Internal Revenue Code section 3121(d) to clarify that HBWs are employees
rather than independent contractors. Specifically defining HBWs as employees would
eliminate confusion as to worker status. 

Amend the Internal Revenue Code by enacting a new code section that removes the 
liability for employment taxes from the common law employer (here, the service 
recipient) and deems the administrator of HBW funding (defined as states, their agencies,
or intermediate service organizations, regardless of the original source of funding) as the
responsible party to withhold, report, and pay taxes on behalf of HBWs.

As a result of the above amendments, HBWs who are common law employees of service
recipients would be deemed for employment tax purposes30 as:

◆ employees of the state,

◆ employees of the state agency, or

◆ employees of the Intermediate Services Organization.
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28 The amount of SSBG funds expended does not include the cost of administering the program. (U.S.
Department of Health and Human Services. Office of Community Services. Social Services Block Grant
Program Annual Report on Expenditures and Recipients 1998. Washington: Government Printing Office,
2000).

29 Information provided by Office of the Assistant Secretary for Planning Evaluation, U.S. Department of
Health and Human Services (12 September 2001).

30 The IRS is prohibited from issuing guidance relating to employee status. (Revenue Act of 1978 section 530).
However, the IRS is currently drafting questions and answers to address and clarify issues related to employ-
ment taxes and the HBW. 
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Individuals who receive Forms W-2 are more likely to comply with filing and paying
requirements, both at the federal and state level, than those who receive Forms 1099-
MISC, the form used to report income to independent contractors.31 

For states, improved compliance would result in increased revenues from state income
taxes. However, growth in this revenue might be offset by higher state EITC entitle-
ments.32

Increases in compliance would benefit the worker through greater eligibility for Social
Security benefits33 and earned income tax credits. Workers currently being treated as self-
employed would benefit from being properly classified as employees. Rather than paying
the full self-employment tax (15.3 percent), they would be liable for only the employee’s
share of FICA (7.65 percent). The worker’s overall paperwork burden for filing tax returns
would be decreased, as he or she would no longer have to file Schedule C or SE.

Increased compliance equates to increased confidence in the tax system. Taxpayers want
assurance that their neighbors down the street are paying their proper share of taxes.34

H O M E - B A S E D  S E R V I C E  W O R K E R S

31 A General Accounting Office (GAO) report stated that the IRS estimates tax reporting compliance for wage
earners with withholding is about 99 percent, while tax compliance for individuals with income not subject
to withholding is 41 percent. (United States General Accounting Office. TAX ADMINISTRATION: Tax
Compliance of Nonwage Earners. [GAO/GGD-96-165]. August 1996, p.12).

32 Sixteen states now offer state EITCs based on the federal credit. In addition, two local governments —
Montgomery County, Maryland, and Denver, Colorado — offer local EITCs. (Center on Budget and Policy
Priorities, A HAND UP, How State Earned Income Tax Credits Help Working Families Escape Poverty in
2001, Summary. October 18, 2001. ONLINE Available: http://www.cbpp.org/10-18-01sfp.htm [23
November 2001]).

33 Social Security Benefits cut nearly in half the gap between the poverty rate for elderly women and elderly
men. Social Security reduced the poverty rate for elderly women from 52.6 percent to 14.7 percent. Three
quarters of all elderly women receive the majority of their income from Social Security. Among elderly men,
Social Security lowered the poverty rate from 40.8 percent to 8.2 percent. (Center on Budget and Policy
Priorities. Social Security Reduces Proportion of Elderly Who Are Poor From Nearly One in Two to Less
Than One in Eight. April 8, 1999. ONLINE. Available: http://www.cbpp.org/4-8-99socsec.htm [18 July
2001]).

34 U.S. House of Representatives. Committee on Ways and Means. President’s Tax Relief Proposals Hearing, 13
February 2001. (Statement of Mortimer M. Caplin, Caplin & Drysdale); ONLINE. Available:
http://waysandmeans.house.gov/fullcomm/107cong/2-13-01/record/caplin.htm. (19 July 2001).
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P R O B L E M  
Occasionally, in the course of collecting tax due from taxpayers, the Internal Revenue
Service commits flagrant or egregious errors, which violate either statutes or the IRS’
own established administrative procedures, and cause severe harm to taxpayers. These
types of errors occur most often in the context of levies or the seizure of assets, which
are then sold. Once the errors are discovered, the IRS is often prevented from provid-
ing relief to these taxpayers because of expired statutory limitation periods for request-
ing the return of proceeds, or because there is no overpayment and thus no grounds for
making a refund. Further, when an individual retirement account (IRA) or other quali-
fied plan is levied upon, the taxpayer cannot restore any returned levy proceeds to the
IRA and is still liable for the income tax on the distribution.

E X A M P L E S

◆ The IRS misapplied payments made by a taxpayer. The Service then defaulted
her installment agreement and levied $25,000 from her IRA. Later, the IRS
located her missing payments and applied them to her account. The IRS then
reinstated her installment agreement and returned the levied funds to the tax-
payer. However, current law prevented the taxpayer from restoring the proceeds
to her IRA. She was also required to include the $25,000 distribution in her tax-
able income for the year in which the levy occurred. 

◆  The IRS assessed $120,000 of additional tax on five years of a couple’s joint tax
returns. In 1986, the couple entered into an installment agreement with the
IRS.1 The taxpayers made timely monthly payments of $500 each from 1986 to
1997. The husband died in 1994 and his widow, age 65, continued making the
required payments to IRS. 

By December 1997, the taxpayer had paid $155,000 in taxes, penalties and interest.
When the statutory period to collect the tax was close to expiration, the IRS asked her
to sign an extension, lengthening the collection period. She refused to sign this waiver.
The IRS then levied on her retirement funds, reducing her income resources to her
monthly social security check. The IRS also began the process of seizing her home. 
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1 At the time, the Service entered into non-full-pay installment agreements with taxpayers. This practice
ceased in 1998. Today, taxpayers may submit deferred payment offers in compromise if they cannot fully
pay their tax liabilities. IRC § 7122; IRS Form 656, “Offer in Compromise.”

◆
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R E C O M M E N D AT I O N S

◆ Amend Internal Revenue Code section 6343(b) to extend the period of time within
which a third party can request a return of levied funds or the proceeds from the
sale of levied property from nine months to two years from the date of levy. 
This amendment will also extend the period of time available to taxpayers under
IRC § 6343(d) within which to request a return of levied funds or sale proceeds.

◆ Amend Internal Revenue Code sections 6532(c)(1) and (2) to extend the period of
time within which a suit or proceeding under section 7426 shall begin from nine
months to two years from the date of levy or agreement giving rise to such action.

◆ Amend Internal Revenue Code section 6343(d) to extend the period of time within
which a taxpayer shall request a return of levied funds or the proceeds from the
sale of levied property to a period of four years from the date of levy or sale of the
levied property where the IRS’ action with regard to that levy was in reckless or 
flagrant disregard of established IRS rules, procedures, or regulations and the 
taxpayer incurred significant harm as a result of that action. Interest shall be
allowed and paid with respect to such levies as permitted under IRC § 6343(c). 

◆ Amend the following code sections to authorize reinstatement of funds to retire-
ment accounts and other pension plans where the IRS levied upon the plans in
error or in flagrant disregard of established IRS rules, procedures, or regulations
and the funds were returned under IRC § 6343(d):

§401 Qualified Pension, Profit Sharing, Keogh and Stock Bonus Plans
§408 Individual Retirement Account, SEP-Individual Retirement Account 
§408A Roth Individual Retirement Account

Further, amend these code sections to provide that the Service shall abate all tax and
interest assessed as a result of the levy. 

I R S  C O L L E C T I O N  P R O C E D U R E S
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P R E S E N T  L A W  
Internal Revenue Code section 6343(b) provides that levied funds or cash proceeds from
the sale of levied property may be returned at any time before the expiration of nine
months from the date of the levy. Third parties have nine months from the date of a
“wrongful levy” to request a return of levied funds or proceeds.2 This relatively short time
period was believed necessary because in the interim both the IRS and the taxpayer are
relying on the levy as a payment (often, in full) of the tax liability and the statutory 
period for collecting the tax is not suspended during this interim period.

The Taxpayer Bill of Rights II3 provided relief to taxpayers seeking a return of levy pro-
ceeds. Current law allows levied property to be returned to a taxpayer if he or she makes
a request within nine months of the date of levy.4 Internal Revenue Code section 6343(d)
authorizes the IRS to return levied property or proceeds if the Secretary of the Treasury
determines that one of the following conditions is met:

◆ The levy was premature or otherwise not in accordance with administrative 
procedures;

◆ The taxpayer entered into an installment agreement under IRC § 6159 (unless the
agreement provides otherwise);

◆ The return of the levied property would facilitate the collection of tax; or

◆ With the consent of the taxpayer or the National Taxpayer Advocate, the return of
the property would be in the best interests of the taxpayer (as determined by the
National Taxpayer Advocate) and the United States.

Internal Revenue Code section 6343(c) specifically precludes allowance and payment of
interest on a return of levy proceeds under IRC § 6343(d). However, interest is allowable
and payable on proceeds of a wrongful levy under IRC § 6343(b).

Third parties whose property has been wrongfully levied upon also have the right to 
initiate a civil action in federal district court to seek an injunction against levy or sale;
recovery of specific property; payment of surplus proceeds or substituted sale proceeds;
or substitution of value.5 The third party must bring the suit within nine months of the
date of levy.6 The third party may recover damages under this provision if the court 
finds that an IRS officer or employee has “recklessly or intentionally, or by reason of
negligence” disregarded any code section.7 
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2 IRC §§ 7426(a)(1) & 6343.
3 Taxpayer Bill of Rights II; Public Law 104-168, § 501(b), added new IRC § 6343(d).
4 IRC § 6343(d), cross-referencing IRC § 6343(b).
5 IRC § 7426(a) and (b).
6 IRC § 6532(c).
7 IRC § 7426(h)(1). Under IRC § 7426(h)(2), the third party must pursue all administrative remedies and take

steps to mitigate damages per IRC § 7433(d).
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Where any officer or employee of the Internal Revenue Service, in connection with any
federal tax collection matter concerning the taxpayer, either recklessly, intentionally, or
negligently disregards any tax law or regulation, the taxpayer may bring a civil action in
federal district court.8 The taxpayer must have exhausted all administrative remedies avail-
able to him prior to bringing suit. Further, if the taxpayer fails to mitigate his damages,
the damage award will be reduced by that amount. The taxpayer has two years from the
date of action to bring suit. 9

There is no current law authorizing the Internal Revenue Service to restore proceeds to an
Individual Retirement Account (IRA) or other qualified retirement plan. The Service also
cannot abate tax or interest arising from an erroneous levy of retirement plan proceeds.

R E A S O N S  F O R  C H A N G E  
Under present law, a taxpayer and a third party have a limited period of time – nine
months from the date of levy – to request the return of levied funds or proceeds of a sale
of seized property. The provisions relating to taxpayers were added in 1996 and cross-ref-
erenced the nine-month period applicable to wrongful levies upon third party property.10

The National Taxpayer Advocate believes that, in some cases, nine months is an insuffi-
cient period of time within which a taxpayer or third party can discover a levy, determine
the administrative remedies available to him or her, and begin to pursue those remedies.
A standard two-year period for both taxpayer or third party requests for return of proceeds
is much more reasonable. 

Wrongful Levies and Levies on Taxpayer Assets

Tax debtors and non-tax debtors jointly own property, including bank and investment
accounts, for a variety of reasons unrelated to tax planning. Spouses share accounts for
convenience. Children of elderly parents share accounts both to care for their parents and
to prepare for emergencies when a parent may be unable to perform financial transac-
tions. In the business context, joint accounts are regularly established between business
investors, joint ventures, and other commercial arrangements. In all these situations, it is
possible for the funds of the entire account to be levied and applied to a tax debt of only
one account co-owner. The other account owners may be completely unaware that such
funds were levied until some time after the current nine-month limit for requesting release
of wrongful levy proceeds. This lack of notice within the nine-month period may be 
perfectly reasonable and prudent under normal business practices.

I R S  C O L L E C T I O N  P R O C E D U R E S

8 IRC § 7433.
9 IRC § 7433(d)(3).
10 Taxpayer Bill of Rights II, Public Law 104-168, Sec. 501(b).
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The National Taxpayer Advocate is cognizant of the need for a date certain on which the
government can rely on collected taxes remaining in the Treasury and beyond which no
claims for release or refund will be entertained. She recognizes that in wrongful levy cases
the extension of the claim period to two years may result in the IRS finding itself in
“whipsaw” situations. In these instances, where the IRS has ceased to collect from the tax-
payer because it has applied “wrongful levy” proceeds in full payment of the tax liability
and has not committed an act in reckless or flagrant disregard of its rules and regulations,
it may be appropriate to suspend the limitations period for collections for the period of
time the Service was prohibited from collecting. 

The same concerns regarding the short time period to request a release of third party
funds apply equally in the context of a taxpayer levy. Here, a taxpayer may feel that such
a levy was inappropriate but may be afraid to pursue such action for fear that a protest
will result in additional levies. Often, the taxpayer makes a claim after passage of time has
helped him overcome his fears, or he has discussed the matter with family members or a
tax professional. By then, the nine-month window has passed.

In IRC § 6343(d) situations where the statutory period for collection has expired or is
about to expire, the Service can exercise its discretion and not return the levy proceeds to
the taxpayer. Alternatively, where the statutory collection period is about to expire, the
Service can ask the taxpayer to extend the statutory period as a condition for releasing the
levy proceeds.

Levies in Reckless or Flagrant Disregard of IRS Rules or Regulations

It is impossible to anticipate or describe all circumstances in which a taxpayer might be
affected by IRS errors in the course of collecting a tax liability. Often it is not easy to
determine whether the Service’s error alone caused the harm the taxpayer is complaining
about. Further, some errors are essentially “harmless” errors; that is, even if the specific
collection action was in error, the IRS would still have levied property under some other
provision of law. Some “errors” are not errors at all, but are instead the results of reason-
able judgment calls by persons authorized to collect taxes. Despite these concerns, there
are clearly some instances where the Service’s levy upon property is clearly improper, so
much so that it would strike other taxpayers as irrational and inhumane if the levied funds
or sale proceeds were not restored. 

Therefore, a new provision should be added to the Internal Revenue Code to grant the
IRS the authority to remedy the harm caused to taxpayers by a levy made in reckless 
disregard of IRS rules or regulations. This authority would extend to those errors that 
are flagrant or egregious in nature and would shock the conscience of taxpayers if not 
corrected.
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Retirement Accounts and Other Qualified Plans

The Internal Revenue Manual instructs IRS employees to levy upon pension or retire-
ment plan funds (as opposed to retirement income) “only in flagrant cases” because these
funds provide for the taxpayer’s future welfare. 11 When an IRA or other qualified retire-
ment plan is levied, the taxpayer must pay income tax on the distribution.12 If the IRS
subsequently determines that it is in the best interests of the taxpayer and the Service to
release the levy proceeds, the taxpayer cannot restore the funds to the IRA and is liable
for the income tax associated with the distribution. In many instances, the IRS will base
its decision regarding “best interests” on the taxpayer’s economic need for these retire-
ment proceeds. Thus, under present law the taxpayer will continue to be harmed by the
original levy action even after the proceeds have been released to the taxpayer.

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N S
The National Taxpayer Advocate recommends that the Internal Revenue Service’s authori-
ty to correct errors in the levy context be expanded. We expect that few cases would fall
under this provision; however, it is important that the IRS be able to correct these errors
in order to maintain the public’s confidence in the tax system. 

The basic structure of this proposal is as follows:

◆ Third party levies (IRC § 6343(b)): Two years from date of levy to request release
of levy proceeds; interest allowed and paid per IRC § 6343(c).

◆ Taxpayer levies (IRC § 6343(d)): 

◆ Two years from date of levy to request release of levy proceeds; no 
interest allowed and paid per IRC § 6343(c).

◆ Four years from date of levy to request release of levy proceeds where 
levy was in reckless or flagrant disregard of IRS rules or regulations and 
taxpayer incurred significant harm as a result of levy. Interest allowed 
and paid per IRC § 6343(c).

Wrongful Levies and Release of Levy Proceeds to Third Parties and Taxpayers

Amend Internal Revenue Code section 6343(b) to allow third parties to request a return
of levied funds or the proceeds from the sale of seized property within two years of the
date of levy or sale of the seized property. This amendment will also extend the period
within which taxpayers may request a return of levy funds or sales proceeds under 
IRC § 6343(d).

I R S  C O L L E C T I O N  P R O C E D U R E S

11 IRM § 5.11.6.2(2)
12 IRC § 408(d)(1). Effective January 1, 2000, a taxpayer does not owe a 10 percent early withdrawal penalty on

proceeds withdrawn from a retirement account pursuant to a notice of levy per IRC § 72(t)(2)(A)(vii).
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We cannot predict the impact of this proposal to extend the statute under IRC § 6343(b)
because at this time there is no universal method of coding these cases for data retrieval.13

However, the Taxpayer Advocate Service is working on several cases involving this issue.
There are also several court cases14 and Chief Counsel opinions15 holding that wrongful
levies cannot be returned in some cases only due to the expiration of this nine-month
statute. Extending this statute to a two year period would not only give the taxpayer or
third party the necessary time to request a refund, but would also allow the IRS time to
correct errors and reinforce the public’s confidence in the tax system. 

Reckless or Flagrant Disregard of IRS Rules and Regulations

The IRS sometimes makes flagrant or egregious errors, which can cause irreparable harm
to taxpayers. The IRS should have the authority to correct such errors. It is very possible
that a small number of taxpayers will view such an authority as an opportunity to delay
the Service’s appropriate and legitimate collection activities against them. We recognize
that the circumstances in which the expanded authority would apply must be carefully
delineated.

For example, it would be incumbent on the taxpayer seeking relief under the expanded
authority to exercise reasonable business prudence in attending to his or her affairs. The
taxpayer would also have to have “clean hands” when asking the Service for relief; that is,
the taxpayer cannot have caused delay, obfuscation, or otherwise caused the wrongful or
erroneous levy to occur. The Service should also consider whether at the time of the 
erroneous levy, the IRS would have been able to reach the same result by following other
collection alternatives available at that time. 

The term “flagrant” is defined as “conspicuously bad” or “offensive”.16 The IRS and the
Treasury Department have never rendered a definition of flagrant as it applies to other
sections of the Internal Revenue Code.17 The definition of flagrant appears to be closely
related to the definition of “abuse of discretion” by the courts. Abuse of discretion in
judicial proceedings occurs when the court does not apply the correct law, or rests its
decision on a clearly erroneous finding, or when the record contains no evidence to sup-
port its decision.18
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13 Tax Year 1999 Compliance Research Information System (CRIS), Model IFM 2001.
14 For example, Becton Dickerson & Company v. Wolckenhauer, 215 F.3d 340 (3d Cir. 2000). 
15 Office of Chief Counsel Advice Memorandum, Levy Payments Refund/Application, ILM 200017044 (March

6, 2000).
16 Webster’s II New Riverside University Dictionary, 1st Ed., The Riverside Publishing Company, Massachusetts,

1984. 
17 60 Fed. Reg. 233 (5 December 1995) 
18 U.S. v. Rahm, 993 F.2d 1405, 1410 (9th Cir. 1993), MGIC v. Moore, 952 F.2d 1120, 1122 (9th Cir. 1991),

Dahn v. U.S., 127 F.3d 1249 (10th Cir. 1997); Wine Brenner v. U.S., 924 F.2d 851 (9th Cir. 1991). 
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Although these descriptions of abuse of discretion refer to judicial proceedings, they
should be applicable in defining egregious or flagrant errors made by the IRS. Further, as
IRS abuse of discretion case law develops under IRC § 6015(f) (equitable relief from joint
and several liability) and IRC §§ 6320 and 6330 (Collection Due Process Hearings), these
standards can be applied to the erroneous levy context.

“Egregious” is defined as ”outstandingly bad” or “blatant.”19 While there is no current 
regulatory or procedural definition of egregious behavior, we suggest that either a flagrant
or egregious error by definition would shock the conscience of taxpayers if not corrected
by IRS. 

Retirement Accounts and Other Pension Plans

Amend the following Internal Revenue Code sections to allow contributions to individual
retirement accounts and other qualified plans from the funds returned to the taxpayer or
to third parties under IRC § 6343:

◆ §401 – Qualified Pension, Profit Sharing, Keogh and Stock Bonus Plans

◆ §408 – Individual Retirement Account, SEP-Individual Retirement Account 

◆ §408A – Roth Individual Retirement Account
The amendment to these code sections would also require abatement of the tax
directly resulting from these wrongful levies. 

To repair the harm caused by wrongful levies of retirement and pension plans, special 
provisions must be added to the appropriate sections of the tax code. The new provisions
would allow the taxpayer to restore the retirement account. Upon receipt of the released
levy proceeds, the taxpayer must redeposit the entire amount into the retirement account
within 60 days of the date of release. If the taxpayer does not redeposit the full amount
within the 60-day period, the amount refunded may be taxable, depending upon the type
of retirement plan.

I R S  C O L L E C T I O N  P R O C E D U R E S

19 Webster’s II New Riverside Dictionary, supra, note 128. 
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P R O B L E M
Internal Revenue Code section 6159 does not permit the IRS to enter into installment
agreements with taxpayers who cannot fully pay the tax liability. Section 6502(a) 
permits the Service to obtain an extension to the statutory period for collection for
as long as necessary to full pay what is owed. Current IRS policy permits full-pay
installment agreements to run for the life of the statutory period for collection plus 
one five-year extension.20

E X A M P L E
A married couple owes $120,000 in income taxes. They have equity of $150,000 in
their house and two vehicles. The house has a quick sale value of $400,000 encumbered
by a $300,000 mortgage. The two vehicles are free and clear with combined equity of
$50,000. The husband was recently laid off and the couple is living on the wife’s salary.
Because only the wife is working, the banks will not agree to refinance their house in
order to access the equity. They would not be able to afford the additional payments
until the husband started working again. 

There are eight years left on the statutory limitation period for collection of the tax 
liability. The couple’s financial statement indicates they could afford to pay $800 per
month toward the liability. This would allow approximately $76,800 to be applied to
the liability. The Service cannot enter into an installment agreement because the tax 
liability will not be fully paid within the statutory limitation period for collection. The
couple cannot afford an offer in compromise (deferred payment offer in compromise)
that includes the collection potential from the equity in their assets as well as their 
current ability to pay. Although the couple can send payments to the Service voluntarily,
the IRS may proceed to levy against their bank accounts and the wife’s salary. 

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 6159 to allow the IRS to enter into installment
agreements that do not provide for full payment of the tax liability over the statutory
limitations period for collection of tax where it appears to be in the best interests of the
taxpayer and the Service. 
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20 IRM § 5.14.1.7.
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P R E S E N T  L A W
Internal Revenue Code section 6159(a) authorizes the Secretary to enter into written
agreements with any taxpayer to satisfy their full tax liability in installment payments.

Section 6502 allows the IRS ten years from the date of assessment to collect the tax. A
taxpayer can voluntarily extend this ten-year period by signing a waiver. It is the policy 
of the IRS that extensions be limited to five years beyond the original ten-year period.21

The determination that the IRS may not enter into an installment agreement with a 
taxpayer unless the full amount of tax due will be paid is based on a legal interpretation
of the interplay between IRC § 6159 (installment agreements) and IRC § 7122 (offers in
compromise). According to IRS Chief Counsel, a taxpayer may resolve a tax liability for
less than the full amount of the tax due only through IRC § 7122.22 Counsel further
advises that IRC § 6159, the installment agreement provision, does not supersede
IRC § 7122.23

R E A S O N S  F O R  C H A N G E
A taxpayer may be willing and able to submit monthly payments, but the IRS lacks the
authority to enter into an installment agreement that will not full pay the liability. If the
taxpayer has no assets which would be subject to enforced collection action and virtually
no income in excess of allowable and necessary expenses, the account will likely end up
in a “currently not collectible” status.24 No enforced collection action will be taken while
the account is in this status, but any overpayments from other tax accounts will offset to
the liability.25 If the taxpayer’s financial situation does not improve before the statute of
limitations expires, nothing else will be collected. 

For example, a 60-year-old self-employed plumber and his wife owe $28,000 in back
taxes. The couple owns a personal residence with a quick sale value of $60,000.26 They
have $16,000 equity in the home. The husband has no regular source of income other
than his individual plumbing jobs, which depend on a volatile housing market. His wife
is not employed. The taxpayers are unable to secure a loan and draw down the equity in
their home due in part to his age and employment status. The IRS determines that they
have the ability to pay $200 per month from their income. The taxpayers would like to
enter into an installment agreement for that amount. There are 63 months left before the

I R S  C O L L E C T I O N  P R O C E D U R E S

P A R T I A L  
P AY M E N T
I N S TA L L M E N T
A G R E E M E N T S

D E TA I L E D
E X P L A N AT I O N

21 IRM § 21.9.1.5.4.7
22 Joint Committee on Taxation. Report of the Joint Committee on Taxation Relating to the Internal Revenue

Service as Required by the IRS Reform and Restructuring Act of 1998. (JCX-33-01), May 4, 2001. See footnote
n. 254, p. 65. 

23 Id. See Appendix, (letter dated April 27, 2001 from Charles O. Rossotti, Commissioner), Question 10(h), p. 95. 
24 IRM §5.16.1.2.1
25 IRM §§ 5.16.1.1 and 5.14.1.4(2).
26 The quick sale value of the home is 80 percent of the fair market value. (IRM § 5.8.5.3.1(2)).
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collections statute of limitation period expires, and the taxpayers could pay $12,600 over
that time. However, the IRS cannot enter into an installment agreement because the
account will not be fully paid before the period to collect expires. Even if a five year
extension is signed by the taxpayers so that they would pay an additional $12,000, not all
of the penalties and interest accruing on the tax would be paid. With penalty and interest
added, the taxpayers would owe $37,600. It would take the taxpayers 188 monthly 
payments of $200 to fully satisfy this liability. 

To qualify for an offer in compromise, the couple would have to make a lump sum 
payment of $16,000 and pay $200 a month for the next 63 months. The taxpayers do not
want to sell their home and cannot borrow against their equity in the home. Even if they
submitted an offer in compromise based on doubt as to collectibility, claiming special 
circumstances, it is unclear whether their situation amounts to an economic hardship 
such that the Service would agree to a reduction of $16,000 in the reasonable collection
potential.27 

In this example, the IRS cannot enter into an installment agreement and the taxpayers
cannot pay the full amount of the offer. Although the taxpayers can voluntarily send the
IRS monthly payments of $200, they will have no guarantee that the IRS will not under-
take additional collection actions, including levying upon bank accounts. If the IRS had
authority to establish a partial payment installment agreement, the Service could collect
$24,600 toward the tax debt. Currently, where the taxpayers are unwilling or unable to
submit an offer, the IRS has no option but to either proceed with enforced collection
action or place the account in currently not collectible status.

E X P L A N AT I O N  O F  R E C O M M E N D AT I O N
The National Taxpayer Advocate recommends that Internal Revenue Code section 6159
be amended to authorize the Secretary to enter into installment agreements that do not

taxpayers who have some ability to make monthly payments and who also have assets
which for one reason or another the taxpayer cannot liquidate or borrow against and
against which the Service would be unlikely to initiate collection action. Certain financial
requirements would have to be met before a non-full payment agreement could be 
established. 

Taxpayers would be required to complete a financial statement disclosing all their assets.
If the taxpayer wants to make monthly payments in an amount that would not fully satis-
fy the tax liability, the IRS should be able to establish an installment agreement for less

I R S  C O L L E C T I O N  P R O C E D U R E S
RE

CO
M

M
EN

DA
TI

ON
S

27 IRM §§5.8.4.2 and 5.11.2.1(3)
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than full payment as long as the amount being paid reflects the difference between the
taxpayer’s income and reasonable and necessary allowable expenses. Further, the IRS

that there are assets which can reasonably be collected against or the agreement is sought
to delay the ultimate collection of tax. 

The Service would take whatever actions are required to protect its priority with respect to
any assets, including, where appropriate under IRS policies, the filing of a federal tax lien.
As with all installment agreements, the taxpayer would be advised that the IRS may
increase the payments if the taxpayer’s ability to pay improves.28 An internal financial
review would be conducted on an annual basis; the IRS would contact the taxpayer for
additional information where the internal review indicates a favorable change in the tax-
payer’s circumstances.

The National Taxpayer Advocate considers the non-full pay installment agreement to be
an additional and necessary vehicle with which the Service can collect outstanding tax lia-
bilities. It would provide an additional avenue for both taxpayers and the IRS. Taxpayers
could achieve compliance with current obligations and stay in compliance while sorting
out past liabilities. 

From the standpoint of collecting tax obligations, it is better to get people into a payment
mode early, even if they cannot pay the entire balance over 10 or 15 years. A review of
the individual master file (IMF) accounts in the Accounts Receivable Delinquency
Inventory (ARDI) shows that the amount of dollars collected decline steadily as the
accounts age. For example, approximately $790 million was collected from $2.4 million
individual taxpayers on accounts that were one year old, or $322.51 per taxpayer. For
accounts six years old and older, $143 million was collected from approximately 3.2 
million taxpayers, an average payment of $44.65 per taxpayer. See Table 2.6.1.

I R S  C O L L E C T I O N  P R O C E D U R E S

28 IRC § 6159(b)(3) and IRM § 5.14.1.6
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Account Number Approximate Total Dollars Average 
Age of Modules Number of Collected Collected

Individual from each
Taxpayers 30 Taxpayer

1 year 4,163,219 2,448,952 $789,812,143 $322.51 

2 years 2,615,953 1,538,796 $220,810,877 $143.50 

3 years 2,219,277 1,305,457 $132,559,621 $101.54 

4 years 1,696,013 997,655 $ 78,792,701 $ 78.98 

5 years 1,349,346 793,733 $ 49,884,220 $ 62.84 

6 years & older 5,458,242 3,210,731 $143,367,650 $ 44.65 

I R S  C O L L E C T I O N  P R O C E D U R E S
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P R O B L E M
Congress has expanded the resources available to help finance a college education. IRS
Publication 970, Tax Benefits for Higher Education, is a 36-page document that includes
instructions for the following nine credits: Hope Credit; Lifetime Learning Credit;
Education IRA; Traditional and Roth IRA’s; Student Loan Interest; State Tuition
Programs; Education Savings Bond Program and Employer’s Educational Assistance
Program.

In June of 2001, Congress enacted new provisions for assistance to families funding 
higher education, as well as certain breaks for elementary and secondary school.1 Most 
of these provisions supplement existing law, and include income and other limitations.2

Many people who are saving for or paying higher education costs for themselves and
members of their families need to become familiar with education financing and 
financial planning for higher education. Many taxpayers who do not utilize a tax preparer
may miss these opportunities. The number of options available and the different rules
make tax planning for education a hopelessly complicated issue for all but the most 
tax-sophisticated taxpayers. 

E X A M P L E
Table 2.7.1 from IRS Publication 970 – Highlights of Tax Benefits for Higher Education is
reproduced, for illustration purposes only, on the next page. These are only the highlights
of each program.

R E C O M M E N D AT I O N
The National Taxpayer Advocate recommends these provisions be simplified by making
uniform certain aspects of the educational tax incentives, including uniform income phase
outs, a single defined scope of qualified educational opportunities (including professional
non-degree programs), and a simple definition of “student.” Congress should also explore
the feasibility of replacing all of these education incentives with a universal program. 

FAMILY
STATUS
ISSUES

E D U C AT I O N
C R E D I T S  A N D
I N C E N T I V E S

29 Accounts Receivable Delinquency Inventory (ARDI) Data File, IMF Module Table, Extract Cycle 200112.
(open and closed cases).

30 Based on the average relation of entities to modules which is approximately 1.7 modules to 1 entity.
1 Although most of the new tax law doesn’t become effective until on or after January 1, 2002, families need to

start now to familiarize themselves with these provisions to better plan their education financing and thereby
take full advantage of these tax breaks and maximize their savings.

2 Most of the provisions in this new legislation are to “sunset” December 31, 2010, requiring Congress to act to
extend such provisions. The pre-existing law would remain intact if no action were taken.

A D D I T I O N A L  L E G I S L A T I V E  I S S U E S
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A D D I T I O N A L  L E G I S L A T I V E  I S S U E S

P R O B L E M
During the last 10 years, the number of taxpayers claiming the credit for the elderly or the
permanently and totally disabled has declined significantly. In tax year 1990, 339,818 tax-
payers claimed the credit3 compared to 180,473 taxpayers in tax year 1998.4

The credit threshold amounts have not changed since 1983. Most elderly or permanently
and totally disabled taxpayers’ adjusted gross incomes and Social Security benefits now
exceed the amounts that would make them eligible for the credit. 

E X A M P L E
The following example and table illustrate taxpayers’ decreasing ability to claim the credit
for the elderly or the disabled. The taxpayers were 65 years old in tax year 1990. They had
a few investments, generating $1,000 in investment income, and both receive small pen-
sions ($11,000) and nontaxable Social Security benefits ($5,000). 

Adjusting their income for inflation, Table 2.7.2, Diminishing Benefits from the Credit for
the Elderly or the Permanently and Totally Disabled, demonstrates how the couple lost
the benefit of the credit and paid additional taxes with the passage of time. As their tax-
able income and Social Security benefits increased to keep up with the cost of living, the
taxpayers paid more taxes because they no longer qualified for the Credit for the Elderly
or the Permanently and Totally Disabled.

3 IRS, Statistics of Income, Individual Income Tax Returns 1990, Publication 1304
4 Id.
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A D D I T I O N A L  L E G I S L A T I V E  I S S U E S

TA B L E  2 . 7 . 2 :  D I M I N I S H I N G  B E N E F I T S  F R O M  T H E  C R E D I T  F O R  T H E  E L D E R LY  O R  T H E
P E R M A N E N T LY  A N D  T O TA L LY  D I S A B L E D

Tax Adjusted Taxable Non- Credit Tax Tax
Year Gross Income Taxable for the After

Income5 Social elderly Credit
Security6 Taxpayer

1990 12,000 1,150 5,000 225 (max=174) 174       0

1991 12,505 1,205 5,222 154 182 28

1992 12,881 881 5,415 $101.54 133 36

1993 13,266 966 5,593 $ 78.98 144 103

1994 13,606 856 5,785 0 129 129 

1995 13,991 941 5,972 0 141 141

At first the taxpayers had no tax liability, because the credit eliminated their tax debt, but
they found themselves increasingly burdened by having to pay taxes on their meager
retirement income (1995 = $141).

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 22 to adjust the current threshold amount for past
inflation and provide for future indexing for inflation. 

5 Adjusted Gross Income is increased by the Consumer Price Index
6 Social Security benefit is increased according to Social Security Bulletin, Annual Statistical Supplement, 1999
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P R O B L E M
Internal Revenue Code section 6321 creates a lien against any taxpayer who, after notice
and demand, fails to pay a tax. This lien in favor of the United States attaches to all 
property and rights to property belonging to that taxpayer.

Generally, under state community property laws, one-half of each spouse’s assets are 
considered to be the property of the other spouse. Thus, In community property states a
spouse can receive relief from the obligation to pay tax on community property under
Internal Revenue Code sections 6015 or 66 but still have his or her property subject to
collection of the tax. 

E X A M P L E
A spouse embezzled funds from her employer and used the money for trips to see her
mother and other personal needs. She was charged, convicted, and sentenced for the
embezzlement. The IRS assessed additional taxes on her jointly filed return resulting from
the unreported embezzlement proceeds. The husband applied for and was granted relief
from liability for the tax on the embezzlement proceeds. Since the husband lives in a
state with community property laws, one-half of his property is considered to be his wife’s
property. The IRS can thus proceed to collect against one-half of the husband’s property
(including income) in spite of his being granted relief from joint and several liability for
the tax year at issue.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 6321 to disregard state community property tax
laws in applying Internal Revenue Code section 66.
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A D D I T I O N A L  L E G I S L A T I V E  I S S U E S

P R O B L E M
Internal Revenue Code section 6654 provides for an estimated tax penalty based on the
tax reported on the taxpayer’s original tax return. When a taxpayer files an amended
return, and the IRS accepts it, the estimated tax penalty is not revised based on the tax as
reported on the amended return. In some instances, an amended return might indicate
that no estimated tax penalty is due.

E X A M P L E
A couple filed their original tax return, reporting tax of $20,000. They later discovered an
error in the capital gains computation. They then promptly filed an amended return
reporting the correct tax of $8,000.7 The estimated tax penalty computation was based on
the original tax of $20,000 and was not refigured for the correct tax on the amended
return. 

Had the taxpayers underreported their capital gains on their original return, there would
be no corresponding increase in the estimated tax penalty after the amended return,
reporting the increase in the tax liability, was filed and was accepted by the Service

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 6654 to clarify that, for purposes of the estimated
tax penalty, the return for the taxable year is the original return or any subsequently filed
amended return.

7 Per IRC § 6511, the amended return was filed within the statute of limitations.
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P R O B L E M
Internal Revenue Code section 6656 provides a four-tiered penalty rate structure focused
primarily on the untimely deposit of federal tax liabilities. The penalty rates range from 2
percent to 15 percent. This penalty also applies if a taxpayer is required to collect and pay
over tax on behalf of the government and fails to do so in the required manner.
Specifically, a 10 percent penalty may be applied if a taxpayer fails to deposit using the
correct method through authorized depositories. 

Any taxpayer required to deposit taxes may, in fact, do so timely and in the correct
amount, yet still be subject to a 10 percent penalty for failing to use the correct method
of deposit and/or pay the tax through the correct depository. Perceptions both within and
outside the Internal Revenue Service are that the 10 percent penalty rate is disproportion-
ate to the nature of the error committed.

E X A M P L E
An employer ran out of federal tax deposit coupons and was unable to make a deposit at
his bank. He personally took his deposit of $2,000 into the local IRS office. He was
charged a 10 percent penalty of $200 because he did not make the deposit through his
bank, the authorized depository.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 6656 to reduce the current 10 percent penalty rate
for failure to make a deposit in the manner prescribed to a 2 percent penalty rate.
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E M P L O Y E D
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A D D I T I O N A L  L E G I S L A T I V E  I S S U E S

P R O B L E M
Internal Revenue Code section 162(l)(4) disallows a deduction for the cost of health 
insurance in computing the net earnings of a sole proprietor for self-employment tax pur-
poses. Under present law, self-employed individuals do not share the same tax advantages
for health insurance as wage earners. Many wage earners can participate in benefit plans
that allow them to pay for their health insurance with pre-tax dollars.

Although self-employed individuals can reduce their taxable income by the cost of their
health insurance, they still must pay self-employment tax at the rate of 15.3 percent on
this amount.8  Wage earners who participate in pre-tax plans do not pay Social Security tax
on their health insurance payments.

E X A M P L E
A self-employed individual had a net profit of $50,000 in tax year 2000 before deducting
health insurance premiums. He paid $3,600 for medical insurance for himself and his
wife. He may not deduct this expense in computing his net earnings from self-employ-
ment (SE). He owes SE tax of $7,064.78.9 If he were allowed to deduct the medical 
insurance premiums in computing earnings for SE tax purposes, his SE tax liability would
be $6,556.11,10 a saving of $508.67. A wage earner who paid $3,600 for health insurance
premiums with pre-tax dollars saves $275.40 in FICA taxes, and his employer’s savings
would be the same.11

R E C O M M E N D AT I O N
Repeal Internal Revenue Code section 162(l)(4) to allow self-employed individuals to
deduct the cost of health insurance in computing the net earnings of a sole proprietor
from self-employment for self-employment tax purposes.

8 IRC §1401
9 SE Earnings of $50,000 x 92.34% = Net SE earnings of $46,175 x SE Tax Rate of 15.3% = $7,064.78 SE Tax

Liability.
10 SE Earnings of $46,400 x 92.34% = Net SE earnings of $42,850.40 x SE Tax Rate of 15.3% = $6,556.11 SE

Tax Liability.
11 $3,600 x Employees share of FICA of 7.65% = $275.40. $3,600 x Employer’s share of FICA of 7.65% =

$275.40. Total savings = $550.80.
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P R O B L E M
A taxpayer who does not itemize deductions cannot deduct any of his or her unreim-
bursed employee business expenses. If a taxpayer does itemize, the unreimbursed 
employee business expenses are limited to the amount that exceeds two percent of
Adjusted Gross Income.12 Self-employed taxpayers with similar work-based expenses, 
such as independent contractors, can deduct these expenses without limitation. 

The proposal would promote consistent treatment of wage earner taxpayers and self-
employed taxpayers with similar type expenses incurred in the course of their work.
Unreimbursed employee business expenses include, but are not limited to:

◆ Automobile expenses

◆ Education that is employment related

◆ Dues to a professional association

◆ Employer-required uniforms and protective clothing

◆ Business liability insurance premiums

◆ Damages paid to a former employer for breach of an employment contract

◆ Depreciation on a computer or cellular telephone required by the employer 

The two percent floor limiting miscellaneous itemized deductions was originally added to
the law by the Tax Reform Act of 1986. The limitation was intended to simplify the
record-keeping requirements of taxpayers as well as reduce the IRS administrative burden
in examining returns claiming such expenses. As a result of these changes, only taxpayers
with expenses exceeding the limitation would be required to maintain records. However,
taxpayers still have the burden of keeping records to determine if their expenses exceed
the two percent limitation. Further, by including these expenses in miscellaneous itemized
deductions, taxpayers face an increased likelihood of being subject to the Alternative
Minimum Tax. 

12 IRC § 63(d) provides for itemized deductions. Section 67 subjects unreimbursed employee business expenses to the two
percent of adjusted gross income limitation.
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E X A M P L E
A single wage earner has approximately $3,000 of unreimbursed employee business
expenses. The taxpayer maintains records of these expenses because he believes he should
be able to deduct them in order to reflect his correct net wage income. He has adjusted
gross income (AGI) of $41,000 and claims a standard deduction. None of the unreim-
bursed employee business expenses are allowed as a deduction under current law because
he does not itemize deductions. However, if the expenses were allowed as a deduction in
arriving at AGI, the taxpayer would receive a tax benefit of approximately $450.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 62(a)(2) to allow unreimbursed employee business
expenses as a deduction to arrive at adjusted gross income.
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Commercial farmers are permitted to income average over a period of three years.13

Income averaging is not available to commercial fishermen. 

Income averaging evens out the economic misfortunes and booms that farmers regularly
experience. Their current tax liability is calculated by averaging, over the previous three
years, all or part of their current taxable income. The availability of income averaging
compensates for certain variables associated with farming that are beyond the farmer’s
control. Fishermen must deal with these same variables, including weather, changing mar-
kets and prices, and environmental disasters.

E X A M P L E
A commercial salmon fisherman in Alaska reported a loss in each of the last three tax
years due to low catches and low market prices. In 2000 he has a bumper year and is able
to get top dollar for his fish. He is currently in the 31- percent tax bracket with a fishing
income of $115,000 and a taxable income of $140,000. If he were able to income average,
he could spread $99,000 of income over the previous three years in which he was in a
lower tax bracket. Without income averaging, his taxes will be approximately $34,800. If
he income averages, he would owe approximately $21,400 in 2000 income taxes, with a
tax savings of $13,400.

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 1301(a) to provide commercial fishermen the ben-
efit of income averaging currently available to farmers.

A D D I T I O N A L  L E G I S L A T I V E  I S S U E S

SMALL
BUSINESS
ISSUES
I N C O M E  
A V E R A G I N G  
F O R  
C O M M E R C I A L
F I S H E R M E N

13 IRC § 1301(a)(2).
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P R O B L E M
In situations where there is an immediate danger of death or physical injury to any 
individual, Internal Revenue Code section 6103(i)(3)(B)(i) allows disclosure of tax return
information to a Federal or State law enforcement agency. The Code’s disclosure 
provisions limit the release of confidential taxpayer information to others. The IRC does
not allow IRS employees to provide information to local law enforcement authorities,
such as county, city or town police, or to local suicide prevention authorities.

In areas where there is no state or federal authority, the response time in emergency situa-
tions may be shorter for the local authorities. If the person receiving the threat determines
that help is needed, time will be of the essence. The disclosure authority for suicide
threats should be extended to local law enforcement and suicide prevention authorities so
that the person in need receives assistance from whatever entity can provide it in the
shortest time.

E X A M P L E
When a taxpayer threatens suicide as part of a tax-related communication, the IRS
employee who hears the threat is prevented from contacting local law enforcement or
suicide prevention authorities, who are often closest to the situation. They are in closer
contact with suicide hot lines and other social agencies that may be available to help the
individual. The taxpayer’s address, available to IRS employees through various records, is
the information that would most aid a local law enforcement agency. Providing this 
information to that agency could save the life of an individual who may be suffering a
serious life-threatening situation. 

R E C O M M E N D AT I O N
Amend Internal Revenue Code section 6103(i)(3)(B) to allow IRS to contact and provide
necessary return information to specified local law enforcement agencies and local suicide
prevention authorities, in addition to federal and state law enforcement agencies in 
situations involving danger of death or physical injury.
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CASEWORK AND SYSTEMIC ADVOCACY

The Taxpayer Advocate Service (TAS) serves the public by helping to resolve problem
cases and by recommending systemic solutions to make the tax process easier for every-
one. The IRS Restructuring and Reform Act of 1998 (Public Law 105-206) created TAS as
a unique, independent entity within the Internal Revenue Service. During Fiscal Year (FY)
2001, TAS built on, developed and refined this new status, undertook significant initia-
tives, and expanded its partnership with other IRS divisions and units.

The two components of our mission, casework and systemic advocacy, are complementa-
ry. By working individual cases, TAS often uncovers specific problems that affect large
numbers of taxpayers and which can only be solved by changing administrative policies or
procedures or by changing the tax law itself. One of the most common complaints we
encountered this past fiscal year is the tangle of criteria for children to qualify a taxpayer
to claim the Earned Income Tax Credit (EITC) or other benefits. Accordingly, we are
addressing EITC concerns through advocacy projects and recommending legislative
changes that would apply the EITC definition of a qualifying child to other Internal
Revenue Code provisions related to family status, thus eliminating a great deal of taxpayer
confusion.

Although many of our individual cases covered the same issues TAS had dealt with in
prior years, the 2001 fiscal year brought new challenges as well. We reacted quickly to crit-
ical events, helping resolve tax problems that emerged from the September 11 tragedy and
several natural disasters. TAS is also working on advance payment cases resulting from the
Economic Growth and Tax Relief Reconciliation Act of 2001.

In all, TAS reviewed and resolved more than 272,000 cases in FY 2001, an increase of
some 16,000 cases from the previous fiscal year. We have stepped up our outreach pro-
grams to make more taxpayers aware of our services, and have improved our database, the
Taxpayer Advocate Management Information System (TAMIS). Additionally, we prepared
a systemic analysis of our casework inventory during FY 2001 and shared the initial report
with the Commissioner and the IRS Wage and Investment and Small Business/Self
Employed Operating Divisions. The analysis and report enabled us to focus Taxpayer
Advocate Service initiatives on specific problems and programs. 

Some may believe an advocate for the taxpayer must inevitably be the adversary of others
throughout the IRS. This is not the case. The Taxpayer Advocate Service and its views
were and are represented on a wide range of IRS teams and task forces, covering matters
such as disaster relief, due process in collections, and Innocent Spouse cases.
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R E C E I P T S  
The Taxpayer Advocate Service received over 270,000 new cases in fiscal year 2001. They
came from taxpayers, practitioners, and as referrals from the IRS Operating Divisions and
congressional offices. Forty percent of the new receipts arose from four IRS program
areas: Earned Income Tax Credit (EITC) examinations due to the Revenue Protection
Strategy, processing of claims or amended returns (including Injured Spouse claims), pro-
cessing of refunds, and initial processing of original paper or electronic individual returns.

Our data indicate that most taxpayers contact TAS because of systemic or procedural
problems, including delays. Table 3.1.1 illustrates TAS case receipts broken down by
Taxpayer Advocate criteria:

TA X P AY E R  
A D V O C AT E  
S E R V I C E  

CASEWORK

TA B L E  3 . 1 . 1

TA X P AY E R  A P P R O X I M AT E   P E R C E N T
A D V O C AT E N U M B E R  O F  C A S E S  
C R I T E R I A O F  C A S E S

1 Taxpayer suffering or about to suffer 
significant hardship. 26,200 9.7%

2 Taxpayer is facing an immediate threat 
of adverse action. 4,500 1.7%

3 Taxpayer will incur significant costs if 
relief not granted. 3,100 1.1%

4 Taxpayer will suffer irreparable injury 
or long-term adverse impact. 3,500 1.3%

5 Taxpayer experienced delay of more than 
30 calendar days in resolving an account-
related problem or inquiry. 79,100 29.3%

6 Taxpayer did not receive a response or 
resolution by the date promised. 47,800 17.7%

7 A system or procedure has either failed to 
operate as intended or failed to resolve the 
taxpayer’s problem. 89,900 33.2%

8 Congressional duplicate of any criteria or 
non-criteria case already in the Taxpayer 
Advocate Service. 2,000 0.7%

9 Any issue/problem not meeting the above 
criteria but kept in the program for handling 
and resolution. 14,300 5.3%

T O TA L 2 7 0 , 4 0 0 1 0 0 . 0 %
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The Taxpayer Advocate Service received approximately 79 percent more EITC cases in FY
2001 than in FY 2000. This is a direct result of an IRS effort to eliminate error or fraud in
the EITC program. The IRS systemically freezes refunds to some taxpayers who claim the
EITC until the case is reviewed and the audit determination is made. Taxpayers call the
Taxpayer Advocate Service because they need the refund. 

As in years past, refund issues make up a significant portion of case receipts in the
Taxpayer Advocate Service. The Taxpayer Advocate Service has recently received a num-
ber of cases related to the Economic Growth and Tax Relief Reconciliation Act of 2001.
We began tracking these cases early in August 2001 and in two months received nearly
1,900 such cases. Taxpayers are generally seeking assistance with issues including under-
standing IRS notices, the amount of the refund received, the inability to reach an IRS
representative on toll-free lines and questions about the law.

The Taxpayer Advocate Service uses the Taxpayer Advocate Management Information
System (TAMIS) to track Taxpayer Advocate cases. Table 3.1.2 provides details for the ten
most frequent issues identified in TAS case receipts.  

TA B L E  3 . 1 . 2

D E S C R I P T I O N  A P P R O X I M AT E   
O F  I S S U E C O U N T  

Revenue Protection-EITC 34,500

Processing claims/amended returns 29,000

Refund inquiry including expedited requests 24,700

Initial Processing of IMF returns 20,200

Other Penalties 14,900

Problems with payments/credits (other than 
federal tax deposits/electronic federal tax 
payment system, & excess collection.) 10,800

Examination of tax return in progress 
prior to assessment on Audit Information

Management System 9,400

Audit Reconsiderations 9,000

SS4 Application & Entity changes 8,200

Underreporter process-includes both open 
& closed cases 7,900
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C L O S U R E S

The Taxpayer Advocate Service closed over 272,000 taxpayer cases this past fiscal year.
Approximately 248,000 of the closed cases originated as Applications for Taxpayer
Assistance Orders (ATAOs) (Form 911 or an acceptable substitute) in FY 2001 or in prior
fiscal years. We provided relief in more than 168,900 cases, did not provide relief in
approximately 72,400 cases, and determined that relief was not required in approximately
6,800 cases.

Table 3.1.3 provides additional details regarding the disposition of Application for
Taxpayer Assistance Order cases that we closed during this past fiscal year.

TA B L E  3 . 1 . 3

A P P L I C AT I O N  F O R  TA X P AY E R    A P P R O X I M AT E P E R C E N T
A S S I S TA N C E  O R D E R  ( ATA O )  N U M B E R O F  T O TA L
D I S P O S I T I O N O F  C A S E S

Relief Granted-Including Taxpayer Assistance Orders 168,900 68.1%

No Relief Granted-Advocate does not deem relief 
appropriate. 53,200 21.4%

No Relief Granted-No response from taxpayer. 11,800 4.8%

No Relief Granted-Hardship not validated or 
documentation/verification that the Advocate 
deems necessary not provided by taxpayer. 5,400 2.2%

No Relief Granted-Advocate determined relief 
appropriate, but current law prevents granting relief. 1,900 0.8%

Advocate Relief Not Required-Relief provided by Operations 
prior to receipt of ATAO or relief determination. 6,300 2.5%

Advocate Relief Not Required-Taxpayer rescinds ATAO, 
no longer requires Advocate relief. 400 0.1%

Advocate Relief Not Required-Taxpayer hardship did not involve
in any way the administration of the Internal Revenue Code. 100 0.1%

T O TA L 2 4 8 , 0 0 0 1 0 0 . 0 %



TA X P AY E R  A S S I S TA N C E  O R D E R S

In general, Internal Revenue Code section 7811 authorizes Taxpayer Advocates to issue
Taxpayer Assistance Orders (TAOs) when a taxpayer is suffering or about to suffer a signif-
icant hardship as a result of the IRS’ administration of the tax laws. TAS issues two types
of TAOs. We issue Direct TAOs to direct an IRS unit to take an action that is specifically
authorized by IRC § 7811(b). We issue Review TAOs to require that an IRS organization-
al unit expedite consideration of a taxpayer’s case, review and reconsider its own determi-
nation, or review a determination at a higher level in that unit.  

During FY 2001, TAS issued a total of 18 TAOs on the following types of cases: Offer in
Compromise (3), Federal Tax Lien (1), Refunds (4), Levies (4), Innocent Spouse (1),
Earned Income Tax Credit (2), Amended Return (1), and Payments or Credits (2). 

We issued 12 TAOs in accordance with Internal Revenue Code § 7811(b) and IRS
Operating Division personnel took the requested action(s) in all but one case. The IRS
Operating Division appealed this case and the TAO was later rescinded by the Taxpayer
Advocate Service. 

Internal Revenue Code § 7811(b) provides that the terms of the Taxpayer Assistance
Order may require the Secretary to take an action within a specified timeframe. IRS
Operations failed to meet the specified time frame on eight of the Taxpayer Assistance
Orders issued. In five of these cases, the Taxpayer Assistance Orders included a specified
timeframe of less than 48 hours. IRS Operating Division personnel completed the
requested action within seven calendar days in all but one of these eight cases. 

We issued six TAOs during FY 2001 where the requested action(s) were not the appropri-
ate subjects of a Direct TAO under IRC § 7811(b). The IRS Operating Division(s)
appealed, and the Taxpayer Advocate Service rescinded, three of these TAOs. IRS
Operating Division personnel took the requested action(s) on the other three cases.

C O N G R E S S I O N A L  C A S E W O R K
The Taxpayer Advocate Service responds to all tax account related inquiries sent to IRS by
members of Congress, even when these inquiries do not otherwise meet TAS criteria. The
Taxpayer Advocate Service closed over 17,000 congressional inquiries in FY 2001. Table
3.1.4 highlights the case disposition of these inquires. Table 3.1.4 does not include dupli-
cate cases or those cases that do not meet TAS hardship criteria. 

TA S CASEWORK AND SYSTEMIC ADVOCACY
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The most frequent issues raised by taxpayers seeking congressional intervention in FY
2001 include: refund issues, abatement of penalties, requests for tax law interpretations,
offers in compromise, processing of original individual returns, IRS responses, processing
of claims and amended returns, collection notices, inability to make payments, requests
for forms, and requests for copies of returns or transcripts. 

S E N AT E  F I N A N C E  C O M M I T T E E  C A S E W O R K

While the Senate Finance Committee continues to receive Internal Revenue Service-relat-
ed correspondence, the amount has significantly declined from prior years. In FY 2001,
we received 68 new Senate Finance Committee cases. This represents only .02 percent of
total TAS case receipts. 

In FY 2001, we closed and responded to 191 Senate Finance Committee cases. Table 3.1.5
depicts a breakdown of the closed case results. The most frequent issues raised by taxpay-
ers seeking assistance from the Senate Finance Committee in FY 2001 include: question-
ing the legality of the tax system, taxpayer treatment, offers in compromise, audit recon-
sideration, abatement of penalties, examination of tax return prior to assessment, requests
for determination (liability, filing status, etc), levies, processing of claims and amended
returns, and refund issues. 

The Taxpayer Advocate Service has closed a total of 4,843 Senate Finance Committee
cases from the beginning of the program, February 13, 1998, through September 30, 2001.

TA B L E  3 . 1 . 4

C O N G R E S S I O N A L  C A S E    A P P R O X I M AT E P E R C E N T
D I S P O S I T I O N S  V O L U M E O F  T O TA L

Relief Granted 8,600 57.8%

No Relief Granted-Advocate does not deem relief 
appropriate. 5,400 36.2%

No Relief Granted-Advocate determined relief appropriate 
but current law prevents granting it. 300 2.0%

Advocate Relief Not Required-Relief provided by Operations 
prior to receipt of ATAO or relief determination 600 4.0%

T O TA L 1 4 , 9 0 0 1 0 0 . 0 %
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During FY 2001, TAS identified areas causing concern for taxpayers through analysis of
our casework inventory. The Taxpayer Advocate Service worked cooperatively with IRS
Operations to determine the underlying causes of problems and to improve the perform-
ance of IRS systems to prevent problems from recurring. The following initiatives were
taken by the Taxpayer Advocate Service to improve taxpayer services and Internal
Revenue Service responsiveness. 

E A R N E D  I N C O M E  TA X  C R E D I T
Nearly twenty million taxpayers claimed the EITC in each of the past several years. 1

While the IRS is engaged in providing taxpayer assistance to low-income taxpayers and
ensuring that the EITC program benefits eligible taxpayers, the EITC is a complex and
confusing provision. Taxpayers contact TAS for assistance either because their refunds
have been delayed or because of difficulties in understanding IRS requests for informa-
tion when their EITC claims are subject to audit. 

The Taxpayer Advocate Service received approximately 39,000 EITC cases in FY 2001, a
79 percent increase from the number of cases received in FY 2000. We closed approxi-
mately 32,900 cases that were received in FY 2001 and prior fiscal years. Based upon the
increased number of cases, TAS has increased its focus on EITC issues. The Taxpayer
Advocate Service established a project team to work with the IRS to address the needs of

TA B L E  3 . 1 . 5

S E N AT E  F I N A N C E  C O M M I T T E E    V O L U M E P E R C E N T
C A S E  D I S P O S I T I O N  O F  T O TA L

Relief Granted 61 31.9%

No Relief Granted-Advocate does not deem relief 
appropriate. 102 53.4%

No Relief Granted-Advocate determined relief appropriate, 
but current law prevents granting relief. 12 6.3%

Advocate Relief Not Required-Relief provided by Operations 
prior to receipt of ATAO or relief determination. 2 1.0%

Advocate Relief Not Required- General Assistance 14 7.3%

T O TA L 1 9 1 1 0 0 . 0 %

IN IT IAT IVES

1 United States General Accounting Office. Testimony Before the Committee on Finance, United States Senate,
Federal Taxes – Information on Payroll Taxes and Earned Income Tax Credit Noncompliance. (GAO-01-487T).
7 March 2001.

2 Approximately 6,900 of these cases were not granted relief because the taxpayer did not respond to a request
from the Taxpayer Advocate Service or because the documentation provided by the taxpayer did not support
the claim for the Earned Income Tax Credit.  
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this diverse population of taxpayers. We are also working with Treasury and IRS as they
plan to expand the use of math error notices in the EITC program. Table 3.1.6 details the
disposition of EITC cases closed by TAS during FY 2001.

In addition to the projects described below, TAS undertook EITC initiatives including
review of letters, notices and forms, EITC audits, math error notices, the Federal Case
Registry, injured spouse claims processing, and publicity about the revised definition of a
foster child.

R E V E N U E  P R O T E C T I O N  S T R AT E G Y  –  1 9 9 9  R E F U N D S
During February 2001, the Taxpayer Advocate Service identified over 100,000 taxpayers
whose Earned Income Tax Credit refunds were delayed as a result of the IRS Revenue
Protection Strategy Program. This volume included tax year 1999 refunds (many of which
were delayed for more than a year) and tax year 2000 refunds for those taxpayers awaiting
the outcome of the 1999 audits. Of greatest concern to TAS was a large inventory of
unprocessed correspondence that could contain information from taxpayers needed to
resolve the claims. These taxpayers are low income and often depend on their tax refund
to meet basic living expenses. Some taxpayers sought the assistance of the Taxpayer
Advocate Service.

TA B L E  3 . 1 . 6

E I T C  C A S E  D I S P O S I T I O N A P P R O X I M AT E  N U M B E R  O F  C A S E S

MATH ERROR REVENUE PROTECTION TOTAL
STRATEGY EXAMINATION

Relief Granted 2,200 13,800 16,000

No Relief Granted-Advocate does 
not deem relief appropriate. 1,400 15,000 16,400 2

No Relief Granted-Advocate determined 
relief appropriate, but current law prevents 
granting relief. 20 60 80

Advocate Relief Not Required-Relief 
provided by Operations prior to TAS 
relief determination. 50 300 350

T O TA L 3 , 6 7 0 2 9 , 1 6 0 3 2 , 8 3 0
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The Taxpayer Advocate Service worked with IRS Operations and the EITC Project Office
staff. IRS substantially reduced the 1999 backlogs in examination inventory by the end of
May 2001. Operations added resources to process the correspondence received to assist in
determining eligibility and to facilitate the resolution of these claims. IRS Operations and
TAS developed an action plan and IRS Operations directed service centers to handle all
remaining EITC claims for taxpayers in hardship situations promptly.

R E C E R T I F I C AT I O N  R E Q U I R E M E N T S  F O R  TA X P AY E R S  W I T H O U T  A  Q U A L I F Y I N G  C H I L D
Internal Revenue Code section 32(k)(2)3 provides that taxpayers denied EITC in a prior
year are required to demonstrate eligibility for the credit for the next taxable year in which
the credit is claimed. This “re-certification” must take place even if, in a subsequent year,
a taxpayer claims the credit based on income only with no qualifying child. During this
process, the taxpayers’ refunds are delayed until recertification procedures are completed
and an audit determination made.

The Taxpayer Advocate Service began a study to determine the feasibility of streamlining
the recertification procedures for those taxpayers who do not claim a qualifying child and
in subsequent years appear to be eligible for the “childless credit” (the maximum credit is
$364.00 in tax year 2001) for the EITC under IRC § 32(c)(1)(A)(ii). TAS developed and
elevated a proposal to automate the screening process for these taxpayers during the pro-
cessing of the tax return. The proposal was considered during discussions with the Wage
and Investment Operating Division and Chief Counsel. The Treasury Inspector General
for Tax Administration (TIGTA) made a similar recommendation to Treasury suggesting
that IRS be permitted to reconsider the existing practice of requiring recertification in
these circumstances. 4

As a result, the IRS issued final regulations (T.D. 8953) effective June 25, 2001. These reg-
ulations, and other provisions, permit the IRS to modify the existing EITC Program to
limit the requirement for an individual denied the EITC in one year to establish eligibility
the next time he or she claims the credit based solely on the reason the claim was origi-
nally denied. The EITC Program Office and IRS Operations are in the process of imple-
menting this recommendation and issuing clarifying guidance. A TAS automation recom-
mendation will also be considered. 

3 The Omnibus Budget Reconciliation Act of 1993, Public Law 103-66 [H.R. 2264], Title XII,
Chapter 1, Part III, § 13131 (Aug. 10, 1993) amended IRC § 32 to allow the EITC to persons based
on income only (no qualifying child).
4 Treasury inspector General for Tax Administration. Report: Improvements Are Needed in the
Earned Income Credit Recertification Program (Ref. Number 2001-40-030). December 2000.
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I N N O C E N T  S P O U S E  P R O G R A M
The Taxpayer Advocate Service has taken a special interest in the innocent spouse pro-
gram, particularly since the IRS Restructuring and Reform Act of 1998 (RRA 98) expand-
ed the provisions for innocent spouse relief under IRC § 6015.5 IRS has received almost
160,000 innocent spouse claims affecting approximately 84,000 taxpayers since the enact-
ment of this legislation. The Taxpayer Advocate Service noted an increase in inquiries to
its offices from taxpayer experiencing hardship as awareness of the new innocent spouse
provisions grew. Other indicators caused TAS to form its own project team to look at
innocent spouse issues and to elevate concerns and recommendations for program
improvements to IRS Operations. 

The Taxpayer Advocate Service partnered with the Innocent Spouse Project Office begin-
ning in the summer of 2000 to implement procedures and policies, and jointly resolve
program concerns. IRS implemented many changes to streamline the processing of inno-
cent spouse claims. Specifically IRS Operations:

◆ Strengthened the timeliness and frequency of communications with taxpayers in
this program. IRS now contacts taxpayers upon receipt of their claim, and contin-
ues providing updates every 90 days thereafter; 

◆ Centralized innocent spouse claim processing to one primary location to provide
program management and consistency in determinations;

◆ Increased staffing at the centralized site; and

◆ Developed computer-based training that leads the examiner through the complex
decision making process. 

As a result, TAS Innocent Spouse case receipts decreased approximately 33 percent in FY
2001 from the number received in FY 2000. Additionally, the average number of days
that a case remains open within TAS has dropped from a high of 170 days to 80 days dur-
ing FY 2001. The drop in the average number of days that a case remains open in TAS is
significant because TAS does not work directly on Innocent Spouse claims. TAS assists
taxpayers in preparing and documenting a claim, but employees in the IRS Operations
perform the actual casework. 

The Taxpayer Advocate Service continues to work with IRS Operations to identify and
address issues that cause taxpayer burden. The National Taxpayer Advocate met with the
Innocent Spouse Project Manager and Innocent Spouse employees to assist TAS and IRS
Operations in gaining a better understanding of the relationship between innocent spouse
claim processing, legislation, and communication concerns. On June 18, 2001, the

5 Before the enactment of IRC § 6015 (June 22, 1998), taxpayers had some limited relief under IRC § 6013(e)
originally enacted in 1971. Section 66, enacted in 1980, provides protection for spouses living in community
property states. 
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National Taxpayer Advocate and Commissioners from both the Wage and Investment and
Small Business/Self-Employed IRS Operating Divisions issued a memo providing clarifi-
cation on handling innocent spouse case inquiries and TAS case processing. 

The Taxpayer Advocate Service reviewed and provided comments about the notice of pro-
posed rulemaking for innocent spouse regulations that the IRS published in 2001. We
requested a Chief Counsel opinion concerning IRS’ procedures for determining if
payments may be returned to taxpayers granted innocent spouse relief under IRC §
6015(f). The Taxpayer Advocate Service also asked for a Counsel opinion on taxpayers’
rights to appeal an IRS determination of the amount to be refunded. We are currently
developing proposals to address the competing interests and rights of the petitioning and
non-petitioning spouse. 

D I S A S T E R  R E L I E F
During FY 2001, Local Taxpayer Advocates provided staff at Federal Emergency
Management Administration (FEMA) Disaster Sites. The Taxpayer Advocate Service was
also involved in community outreach efforts to ensure taxpayers impacted by disasters were
provided information concerning their rights as residents of a federally declared disaster
area. The Taxpayer Advocate Service accepted cases that were not resolved through normal
disaster procedures. Most taxpayers contacted the Taxpayer Advocate Service because
penalties and interest were assessed when the return was filed by the due date as extended
under disaster declaration provisions. Taxpayer Advocate Service also provided assistance to
taxpayers by: 

◆ Expediting hardship refunds; 

◆ Replacing lost checks and payments; 

◆ Assisting taxpayers to obtain tax return information, and to prepare and file returns
to meet FEMA loan eligibility requirements;

◆ Assisting in deposit reallocations when appropriate; 

◆ Coordinating expedited processing for taxpayers filing claims in disaster losses; 

◆ Alerting IRS Operations to problem trends in disaster processing and assisting in
resolving the problems; and 

◆ Helping design an IRS-wide action plan to assist victims in understanding the tax
issues surrounding the Cerro Grande Fire Assistance Act. 

The Taxpayer Advocate Service is working with IRS to provide better support to taxpayers
and more coordination with federal and state agencies when a disaster is declared. The
National Taxpayer Advocate is represented on an IRS team that is revising disaster proce-
dures in light of IRS modernization. In addition, TAS contributed to the redesign of pub-
lications offered to assist victims of disasters. A 265-page Disaster Kit was modified into
two smaller, manageable documents, each tailored to the specific needs of the individual
or business taxpayer.
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S E P T E M B E R  1 1 ,  2 0 0 1  D I S A S T E R  R E L I E F
The Taxpayer Advocate Service participates in a high-level technical working group that
has dealt with and will continue to address tax related issues and questions arising from
the September 11, 2001 terrorist attacks. As the issues are raised and answered, the answers
are available to all employees of the Internal Revenue Service. The Taxpayer Advocate
Service has volunteered to support the Killed in Terrorist Action coordinator program.
The coordinators are assigned the accounts of individuals who perished in the attacks on
September 11. We have agreed to provide backup coordinators, if needed, to each of the
IRS campuses (formerly IRS Service Centers) involved in this program. 

In addition, TAS has provided assistance to our Brooklyn and Manhattan Local Taxpayer
Advocate offices. Following the terrorist attacks, TAS immediately routed cases to offices
that were not directly affected by the attacks to ensure that taxpayers served by the affect-
ed offices continued receiving assistance. 

O F F E R S  I N  C O M P R O M I S E
The National Taxpayer Advocate is actively contributing to the Small Business/ Self-
Employed Operating Division effort to improve the effectiveness of the Offer in
Compromise program (OIC).

In February 2001, the Commissioner convened a task force to address the increasing
delays and growing backlogs in processing offers. The National Taxpayer Advocate
appointed an analyst to serve on the sub-team that worked to streamline offer processing.
The task force identified many deficiencies in the program, but two critical ones were (1)
inconsistent management views regarding the goal of the Offer in Compromise program
and (2) the inability to identify the default rate of offers in compromise. 

The National Taxpayer Advocate provided a white paper raising key issues of concern
such as clarifying the goals of the offer program and the “effective tax administration”
offer criteria within IRS and with outside stakeholders. The paper made suggestions
regarding streamlining the offer process. It also raised issues requiring legislation seeking
IRS authority to grant installment agreements for less than full payment and to use
administrative processes other than offer in compromise to abate interest. 

The team recommended a new process in which cases meeting certain dollar and asset cri-
teria would be expeditiously processed. This process involves minimal contact with the
taxpayer and uses electronic research to more effectively verify the taxpayer’s ability to
pay. The Small Business/Self-Employed Operating Division implemented new procedures
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to streamline OIC processing and to strengthen consistency of casework and program
management. 

The National Taxpayer Advocate provided language to clarify effective tax administration
criteria to assist both tax practitioners and the IRS in reaching a common understanding
of this provision of the Internal Revenue Code. The National Taxpayer Advocate also
worked with external stakeholders to solicit suggestions and examples to assist in clarifying
Treasury Regulations. 

The IRS is considering a proposal to charge a user fee for filing an Offer in Compromise.
The purpose of the fee is to provide supplemental funding to improve the offer program.
The fee would be based on the costs associated with the often complex, resource intensive
investigative and monitoring requirements. While the imposition of a fee would distribute
costs only among those who file offers, the National Taxpayer Advocate raised concerns
that any fee system should be designed with safeguards to waive the fee for low-income
taxpayers. At the request of the National Taxpayer Advocate, the Small Business/Self-
Employee Operating Division is developing a paper clarifying the IRS position regarding
Offer in Compromise user fees. The paper will explain when and how user fees will be
collected, and how the user fees apply to low-income taxpayers. The National Taxpayer
Advocate will distribute the paper to external stakeholders for comment. 

F E D E R A L  P AY M E N T  L E V Y  P R O G R A M
The Federal Debt and Improvement Act of 1996 6 authorized federal agencies to offset
federal payments against federal debts. The IRS is authorized to levy up to 15 percent of
various federal payments to taxpayers who have federal debts. The program began with
the July 2000 implementation of levies on Office of Personnel Management (OPM) pay-
ments and federal vendor payments. This phase included payments to federal retirees. The
second phase was implemented in May 2001 for Federal travel payments. 

The current phase includes levies on Social Security benefits and federal employees’
wages. TAS worked with IRS Operations to mitigate potential adverse impact in imple-
menting this law. The National Taxpayer Advocate identified concerns about building
appropriate protections for taxpayers in the design of the Benefit Payment Offset Program
(i.e., levies on SSA benefits). The concerns focused primarily on ensuring that plans were
in place to prevent levies on benefits of elderly and disabled taxpayers who may suffer
substantial hardship as a result of a levy. The Taxpayer Advocate Service worked with IRS
Operations to establish a threshold income below which enforced collection of social
security income will not occur. 

6 Section 1024 of the Taxpayer Relief Act of 1997 (Public Law 105-34) created Internal Revenue Code § 6331(h)
which authorizes the IRS to levy up to 15 percent of certain specified payments 
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Additionally, the National Taxpayer Advocate worked with the Small Business/Self-
Employed Operating Division and IRS Communications and Liaison to ensure that targeted
communication and outreach strategies were developed. In October 2001, IRS sent notices to
approximately 232,000 social security recipients who owe Federal debts. The notice advises
taxpayers that levies will begin in February 2002. News releases were issued nationally, and
TAS coordinated targeted outreach activity to key organizations at the local level. 

The National Taxpayer Advocate met with congressional leaders to ensure they were aware
of the potential hardship situation for low-income taxpayers. She advised congressional
leaders that IRS implemented an income threshold for enforced collection although this
was not legislatively mandated. 

A D D I T I O N A L  TA X P AY E R  A D V O C AT E  A U T H O R I T I E S
On January 17, 2001, the Commissioner of the Internal Revenue Service delegated addi-
tional authorities to the National Taxpayer Advocate. This delegation includes the
accounts management authorities of the Customer Service function of the IRS. The
authorities enable TAS employees to perform many Customer Service related functions
on routine cases. Delegation of these additional authorities enables TAS to provide more
efficient service to taxpayers. The National Taxpayer Advocate redelegated the authorities
to TAS employees on October 1, 2001 following a 32-hour all-employee training program.

In addition to the new authorities, the National Taxpayer Advocate issued a revised
Taxpayer Advocate Service Internal Revenue Manual in September of 2001. The revision
included the new delegated authorities and enhancements to case processing guidelines
that will improve service to the taxpayer. The September 2001 revision is the first in a
series of planned TAS IRM improvements.

I N T R O D U C T I O N
The Taxpayer Advocate Service receives suggestions from taxpayers, tax practitioners,
Citizen Advocacy Panels (CAPs), and IRS employees. During FY 2001, TAS initiated 92
advocacy projects. Of that total, 35 involved business taxpayer issues, 36 related to indi-
vidual taxpayer issues and 21 addressed issues affecting taxpayers in both groups. The fol-
lowing advocacy projects highlight the issues TAS addressed during FY 2001 and reflect
the contributions of many employees throughout the IRS. Many of the projects described
here required coordination between Local Taxpayer Advocates, TAS systemic advocacy
and casework advocacy organizations, and the IRS Operating and Functional Divisions. 

SYSTEMIC
ADVOCACY
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O R A L  A G R E E M E N T  A U T H O R I T Y
The Commissioner convened a task force in March 2001 to consider the suggestion to
seek legislative authority for IRS to accept oral agreements for an increase in tax. In shar-
ing her reservations with the Commissioner, the National Taxpayer Advocate developed a
briefing paper describing issues that should be considered in seeking and administering
oral agreement authority. Of foremost concern is maintaining safeguards of taxpayer
rights. The National Taxpayer Advocate identified workable alternatives and suggested
modifications of existing practices. 

P E N A LT Y  A N D  I N T E R E S T  A D M I N I S T R AT I O N
The penalty provisions in the Internal Revenue Code cause problems for both individual
and business taxpayers. The Taxpayer Advocate Service created a cross-functional team as
part of a strategy to assist in developing a consistent approach to penalties and to educate
taxpayers so that they do not inadvertently incur penalties. The project team worked with
the Wage and Investment and the Small Business/Self-Employed Operating Divisions to
identify and address a number of penalty and interest issues, including:

◆ Correcting inaccuracies in the computation of the Child Tax Credit for Estimated
Tax penalty purposes.

◆ Identifying computer discrepancies and system programming errors regarding inter-
est and penalty computations and issuing guidance to IRS employees.

◆ Correcting a systemic problem affecting estimated tax penalty and interest amounts
for taxpayers filing Schedule H for household employees, to allow non-assertion
for the Estimated Tax Penalty on Schedule H under certain conditions.

◆ Suggesting changes in IRS penalty and interest-related notices to improve clarity
and effectiveness.

◆ Eliminating inconsistencies in Internal Revenue Manual provisions and issuing
employee alerts advising of these corrections. 

◆ Serving on a cross-functional team engaged in reviewing the assessment and abate-
ment process for Federal Tax Deposit (FTD) penalties. 

P E N A LT I E S  O N  S M A L L  P A R T N E R S H I P S
Many small partnerships (fewer than 10 partners) are unaware that they may qualify for an
abatement of the late filing penalty. 7 The Pacific Northwest Citizen Advocacy Panel
(CAP) suggested that the IRS send a letter to small partnerships informing them of the

7 IRC § 6231(a)(1)(B) Tax Treatment of Partnership Items; Definitions and Special Rules; Exception for Small
Partnerships
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reasonable cause provisions. 8 TAS sought and received Chief Counsel advice regarding
the imposition of the late filing penalty on small partnerships. 9 TAS also confirmed with
the IRS Research Office that nationwide a large number of penalties are being assessed,
and subsequently abated, on small partnerships. 10 As a result, TAS, in coordination with
IRS Operations, is developing an information notice for small partnerships to clarify this
penalty waiver provision. 

E S T I M AT E D  TA X  P E N A LT Y  S C H E D U L E  C  –  F A R M E R S / F I S H E R M A N
Internal Revenue Code section 6654(i) extends special rules for self-employed farmers and
fishermen in making estimated tax payments. So long as the taxpayer receives at least two-
thirds of his or her income from farming or fishing, and files and pays his or her tax by
March 1 in the following year, no estimated tax payments are required during the tax year.
IRS erroneously assessed estimated tax penalties on taxpayers meeting these requirements.
Approximately 8,000 accounts were affected for tax year 2000.

Taxpayers enter a business code on the tax return to identify themselves as farmers or fish-
ermen. A computer-programming problem affected the proper application of these codes
in processing tax returns of farmers and fishermen. In a collaborative effort with the
Office of Penalty and Interest Administration, IRS Operations, and TAS, the IRS correct-
ed this problem for future filing years. Another program is scheduled to systemically cor-
rect the 12,000 accounts assessed erroneous penalties for the years 1998-2000.

S U P P O R T  F O R  Q U A L I F I E D  L O W  I N C O M E  TA X P AY E R  C L I N I C S
The IRS Restructuring and Reform Act of 1998 (RRA 98) authorized federal funding of
Low Income Taxpayer Clinics (LITCs) to provide for representation of low income taxpay-
ers and education and outreach to taxpayers for whom English is a second language. 11

8 IRC § 6031 Return of Partnership Income and IRC § 6698(a) Failure to File a Partnership Return
9 A committee Report on § 6698(a) states: “ … The committee understands that small partnerships (those

with 10 or fewer partners) often do not file partnership returns, but rather each partner files a detailed
statement of his share of partnership income and deductions with his own return. Although these part-
nerships may technically be required to file partnership returns, the Committee believes that full report-
ing of the partnership income and deductions by each partner is adequate and that it is reasonable not
to file a partnership return in this instance.” With this Committee Report in mind, the IRS initiated
Revenue Procedure 84-35, 1984-1 CB509, superseding Revenue Procedure 81-11, 1981-1 CB 509. Section
3.01 of the Revenue Procedure states that a domestic partnership of 10 or fewer partners, and coming
within the exception outlined in § 6321(a)(1)(B), will not be subject to the penalty imposed by § 6698
for the failure to file a complete or timely filed partnership return, provided the partnership, or any of
the partners, establishes, if so required by the IRS, that all partners have fully reported their shares of
income, deductions, and credits on their timely filed income tax returns. 

10 Compliance Research Information System 1998 data indicates that 552,357 partnership returns that sat-
isfy the criteria in IRC § 6231(a)(1)(B) were late filed. Of those, approximately 19 percent were assessed
penalty and interest and 44 percent of those assessed were later abated.

11 IRC § 7526
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The National Taxpayer Advocate convened a cross-functional team to identify and address
issues LITCs face in providing assistance to the low income taxpayers they serve. The
team includes representatives from Wage and Investment Stakeholder Partnership,
Education, and Communications (including the LITC Grant Administration Office),
Chief Counsel, and TAS.

As part of this coordinated effort, TAS offered support for an IRS Operations initiative to
display LITC promotional materials at taxpayer assistance centers throughout the country.
IRS Operations authorized field employees to make information, including clinic posters
and brochures, available to taxpayers at all taxpayer assistance sites and at outreach ses-
sions targeted to low-income taxpayers. The National Taxpayer Advocate asked each Local
Taxpayer Advocate to contact and visit the low income tax clinics in his or her area to
offer assistance and to educate the clinics about the Taxpayer Advocate Service’s work.
The National Taxpayer Advocate was the keynote speaker at the American Bar Association
Section of Taxation and American University Third Annual Workshop on Low Income
Taxpayer Clinics in May 2001.

The Taxpayer Advocate Service collaborated with IRS Operations and the Director of
Practice to ensure that student attorneys with Student Tax and Low Income Taxpayer
Clinics can appropriately represent taxpayers in their dealings with the IRS. The team pro-
posed revisions to the instructions to Form 2848, Power of Attorney and Declaration of
Representation, to clarify the signature requirements. The team also proposed revisions to
provide specific instructions for students and lead attorneys of qualified clinics in com-
pleting the declaration of representative section of the form. Additionally, proposed revi-
sions to the Internal Revenue Manual will assist IRS personnel to properly process Power
of Attorney forms and ensure all employees can interact with the named authorized repre-
sentative. The changes and revisions are scheduled for publication in FY 2002. 

H E L P I N G  O V E R S E A S  TA X P AY E R S
TAS has undertaken a number of special projects to give added voice to the approximate-
ly 620,000 U.S. individual and 11,000 U.S. business taxpayers residing overseas. TAS
worked with IRS Operations to schedule an earlier mailing date of tax packages.
Generally, taxpayers with foreign addresses must file their tax returns and other forms
with the Philadelphia IRS Campus (formerly Philadelphia Service Center). If a taxpayer
mistakenly files at another campus, unnecessary contacts, processing delays, and potential
penalties may result. TAS worked with IRS operations to revise a letter to taxpayers advis-
ing them of the importance of filing at the correct campus. 
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Notices sent to taxpayers with overseas addresses do not include an IRS telephone num-
ber; rather, taxpayers are advised to contact their nearest IRS office for assistance. TAS
estimates that 312,000 notices were mailed to taxpayers residing overseas last year. TAS
and IRS Operations agreed to place a non-toll free number on some redesigned notices
sent to taxpayers residing overseas beginning in 2002. The telephone number on the
notices will direct taxpayers to the Philadelphia IRS office, which is equipped to address
specialized inquiries from taxpayers living abroad. IRS offices that are located in some
foreign U.S. embassies are not staffed to handle the volume or nature of the calls expect-
ed. TAS will continue to partner with IRS Operations to resolve this issue on all appropri-
ate overseas notices. 

There is no toll free customer service assistance for taxpayers residing overseas. TAS is col-
laborating with IRS Operations to address this concern. TAS and the Electronic Tax
Administration Office are also working together to include overseas enrolled agents in the
testing of the Practitioner’s secure Messaging System for e-mailing tax account related
questions. 

M I S S I N G  P AY M E N T S  A N D / O R  D O C U M E N T S  S E N T  T O  T H E  P I T T S B U R G H  L O C K B O X
Taxpayers send payments and tax returns to the IRS designated depositories (lockboxes)
for processing. During processing year 2001, approximately 70,000 payments and docu-
ments sent to the Pittsburgh Lockbox, which services taxpayers in the northeast, were
reported missing. The Treasury Inspector General for Tax Administration (TIGTA) is con-
ducting an investigation into the missing documents.

To ensure that taxpayers received proper credits and to assist taxpayers who needed to
replace missing documents, TAS worked with IRS Operations and the Andover IRS
Campus (formerly Andover Service Center) to develop employee procedures. The proce-
dures included instructions for the reimbursement of related bank charges that a taxpayer
may incur. In addition, the National Taxpayer Advocate has worked and continues to
work closely with IRS Operations and TIGTA to ensure that recovered returns are appro-
priately and timely processed. Developing procedures for the immediate processing of
recovered returns ensured that many affected taxpayers received the advance payments of
their 2001 tax credit. 

Last year, TAS reported on “Stolen IRS Tax Payments”. In processing year 2000, 73 tax
payments were stolen from the Pittsburgh Lockbox. TIGTA investigated and the IRS sent
information letters to the affected taxpayers. The IRS reimbursed bank charges and waived
all penalty and interest charges. Although the 2000 and 2001 investigations involved the
same facility, the circumstances surrounding the missing payments in 2000 and the miss-
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ing payments and documents in 2001 were not the same. The investigation of the inci-
dent for 2000 resulted in an identity theft prosecution and conviction. The investigation
for the 2001 processing year is on-going. 

M I S D AT E D  P O S T I N G  O F  P AY M E N T S  W I T H  TA X  R E T U R N S .  
Last year, TAS reported on efforts to intervene on behalf of 80,000 taxpayers incorrectly
assessed interest and/or late payment penalties on 1999 tax returns because of misdated
posting of payments made with tax returns. The incorrect dating of payments occurred
around April 15, 2000. The Taxpayer Advocate Service worked with IRS Operations to
correct the affected taxpayer accounts. 

For filing season 2001, an IRS systemic change was applied to modify or correct the
return received date when a related payment had previously been processed. These returns
were not assessed interest or late payment penalties. However, during the 2001 filing sea-
son approximately 100,000 taxpayers were incorrectly assessed interest and/or late pay-
ment penalties if a misdated return was processed before the payment. IRS corrected these
accounts. The Taxpayer Advocate Service continues to work with IRS Operations to iden-
tify and implement a systemic correction that will prevent another recurrence. 

T E L E - T I N
The IRS issued over four million Employer Identification Numbers (EINs) in FY 2000.
Taxpayers and practitioners found the process of applying for EINs (Forms SS-4) cumber-
some. To address this concern, the Small Business/Self-Employed Operating Division
established a project team, which included Taxpayer Advocate Service representation. As a
result of this initiative, the IRS implemented the following programming enhancements
to the Tele-TIN program to improve timeliness, communication, and customer satisfac-
tion: 

◆ Created a new web site to post procedural and contact information.

◆ Revised the paper Form SS-4 and instructions.

◆ Placed a fillable version of the Form SS-4 on the IRS web site.

◆ Corrected inconsistent processing procedures.

◆ Consolidated program responsibility from ten to three sites with standard hours of
operation.

◆ Implemented a nationwide 1-800-telephone number.

◆ Established a 4-day processing standard for all Forms SS-4.
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D I R E C T  D E P O S I T  R E F U N D S  
Taxpayers who provide erroneous account information for direct deposit refunds have no
recourse for relief with the IRS if the IRS deposits the funds to the account designated by
the taxpayer. The Taxpayer Advocate Service worked with IRS Operations to alert taxpay-
ers to be cautious when entering bank account information on a direct deposit refund
request. The Taxpayer Advocate Service was instrumental in the development of an insert
for the Form 1040 instructions concerning direct deposit refunds. The instructions now
read, “You can check with your financial institution to make sure your direct deposit will
be accepted and to get the correct routing and account numbers. The IRS is not responsi-
ble for a lost refund if you enter the wrong account information.”

The Taxpayer Advocate Service also worked with IRS Operations to provide more com-
plete information to taxpayers seeking to recover direct deposit refunds. IRS strengthened
its procedures to provide instructions for taxpayers to follow in filing a complaint with
the Office of the Comptroller, an agency of the U.S. Treasury. This procedure gives tax-
payers an additional avenue to pursue when a bank has not been able to retrieve funds
deposited into an account per the taxpayer’s instructions. The Taxpayer Advocate Service
is exploring other avenues to assist taxpayers who may make inadvertent errors in
designating financial institutions on their tax returns. 

I N D I A N  T R I B A L  M I S C E L L A N E O U S  I N C O M E  
The Taxpayer Advocate Service addressed concerns about delayed refunds for a group of
Native American tribal members. Tribal members properly reported disbursements of
tribal operating surpluses as “other income.” IRS had questioned this reporting as part of
an effort to clarify the nature of “other income” reported on all returns, and whether it
should be subject to self-employment tax. Tribal membership, not services rendered, is the
only requirement for receipt of this income, so the income is not subject to self-employ-
ment tax. The Taxpayer Advocate Service assisted IRS Operations in identifying the true
nature of this income and in ensuring that future payments would be excluded from
assessment of the self-employment tax. The IRS Operating Divisions are committed to
work together to avoid a recurrence of the problem for the 2002 filing season. 
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The following table outlines 23 broadly defined reasons why taxpayers contacted the TAS organi-
zation for assistance during FY 2001.  The issues are taken from our Taxpayer Advocate
Management Information System (TAMIS) database and are ranked by volume. 

R A N K I N G I S S U E D E S C R I P T I O N  O F  I S S U E V O L U M E

1 Revenue Protection Strategy Taxpayers have issues with IRS
(RPS) Examination Projects to holding their refunds until
Protect Revenue examinations regarding the 

taxpayers’ eligibility for the 
Earned Income Tax Credit 
(EITC) are completed. 34,465

2 Processing of Claims or Individual or business taxpayers 
Amended Returns do not receive answers to their 

claims or amended returns within 
the prescribed IRS timeframe of 
eight to twelve weeks. 29,090

3 Refund Inquiries Taxpayers do not receive refunds 
within the IRS’ published 
timeframes.This issue includes 
taxpayer requests for expedited 
refunds due to hardship. For 
example, taxpayers often experience 
financial hardship when a pre-refund 
examination of the Earned Income 
Tax Credit (EITC) causes the entire
refund to be held or “frozen.” 24,711

4 Processing Individual Issues involve delays in processing 
Income Tax Returns original returns, possibly due to 

incomplete or missing information. 
Also includes taxpayers who either 
dispute or do not understand IRS 
math error notices. 20,213
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5 Penalty Issues (Other Than Taxpayers do not understand
Federal Tax Deposit) Estimated Tax Penalty, Failure 

to Pay Penalty, and other 
miscellaneous penalties. 14,863

6 Lost or Misapplied Payments Taxpayers have problems resolving 
payment issues. For example, 
taxpayers may receive balance due 
notices when they believe their 
accounts are fully paid. 10,750

7 Open Examinations Taxpayers need assistance with 
audits before the IRS assesses 
additional tax. For example, 
taxpayers may believe the IRS 
is ignoring evidence, may dispute 
the examiner’s interpretation of 
law or may feel the audit is 
taking too long. 9,406

8 Requests for Reconsideration Taxpayers experience problems when
of Examination Assessments they request reconsideration of their 

audit because they disagree with the 
outcome of the examination of their 
tax return. 8,971

9 Requests for Employer Issues relate to taxpayers who did
Identification Number not receive the requested Employer 
(EIN) or Requests for Identification Number (EIN) within
Entity Changes IRS’ published timeframes.

Includes other miscellaneous entity
issues such as requests to change 
an address or changes to the type
of return to be filed. 8,216
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R A N K I N G I S S U E D E S C R I P T I O N  O F  I S S U E V O L U M E

10 Automated Underreporter Issues deal with questionable tax
Program (AUR) - Document assessments resulting from the IRS’
Matching Program automated underreporter program 

(better known as the document 
matching program), where IRS 
compares income reported by 
individuals to information reported 
by third party payers of the income. 7,907

11 Lost or Stolen Refunds Taxpayers do not receive refund 
checks, suspect the checks are lost or 
stolen, or believe the IRS is taking too 
long to process replacement checks. 6.582

12 Other Casework Issues Variety of issues that cannot be 
classified in a specific area. 6,551

13 Requests for the IRS Individual IRS issues ITINs to individuals not 
Taxpayer Identification eligible for a Social Security Number. 
Number (ITIN) Problems arise when taxpayers have 

not received their ITIN, do not 
understand why their request for an 
ITIN was denied or need assistance 
with completing the application form. 5,578

14 Requests for Forms, Copies Taxpayers experience problems due 
of Returns, & Transcripts to untimely responses to requests for 

copies of tax returns and/or assessment 
documents from various IRS filing 
systems. Also includes untimely 
response to requests for account 
transcripts or tax forms. 4,604

15 Offer in Compromise Issues Issues regarding denied offers, delays 
in processing offer applications, and 
IRS requests for updated information. 4,412
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16 Account or Notice Inquiries Taxpayers request assistance in 
resolving balance due or other 
account-related notices. 4,319

17 Problems with Federal Tax Issues deal with missing or misapplied
Deposits, Electronic Fund payments related to the Federal Tax
Transfer Program System, Deposit Program, Electronic Fund 
Estimated Tax Transfer Program, or Estimated Tax 
Payments/Credits Payments or Credits. 4,255

18 Levy Issues Taxpayers face financial hardship when 
IRS has placed a levy on their income. 4,199

19 Federal Tax Deposit (FTD) Taxpayers do not understand the
Penalty Issues Federal Tax Deposit requirements. 4,026

20 IRS Criminal Investigation Taxpayers’ refunds are delayed when 
Freezes an IRS criminal investigation has 

suspended the processing of a 
taxpayer’s tax return. 3,755

21 Earned Income Tax Credit Issues relate to taxpayers’ math errors
(EITC) Issues in calculating the Earned Income 

Tax Credit (EITC). 3,666

22 Offsets IRS has applied a taxpayer’s refund to 
pay outstanding liabilities from 
another tax period, or to pay other 
federal or state liabilities. 3,552

23 Substitute for Return Taxpayers dispute IRS’ assessment 
Assessments of tax due when taxpayers fail to 

file returns. 3,505
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Credit for Child and For many years, taxpayers were able to use only up to
Dependent Care $2,400 for one child or $4,800 for two or more children in 
Expenses computing the credit for child and dependent care expenses. 

The credit amounts will increase in 2003, but will not be 
indexed for inflation. However, child and dependent care 
expenses continue to rise for families at all income levels.

Capital Gains Tax Rates Capital gains are taxed at many different rates and the 
computation to calculate the tax is lengthy and confusing. 
This issue can be found in the section of this report entitled 
“The Most Serious Problems Encountered by Taxpayers.”

Use of Identifying  Under current law, members of religious groups who do not 
Numbers for believe in or participate in social welfare programs may be 
Tax Purposes exempt from the Social Security System. However, some 

groups oppose the assignment of any identifying number, for 
religious reasons other than opposition to a social welfare 
program. Current tax law does not take these groups into 
consideration. As a result, their members are precluded from 
claiming qualifying dependents as exemptions on individual 
income tax returns, and/or claiming various credits if they or 
their dependents do not have a social security number.

Attorney Fees Due to differences in state law and judicial interpretation, 
attorney fees with respect to monetary settlements are treated 
differently. Residents of several states are able to include in 
gross income the settlement amount after subtracting attorney 
fees. In other states, taxpayers must include the entire 
settlement amount in gross income and claim a miscellaneous 
itemized deduction for the attorney fees. This latter treatment 
could trigger the alternative minimum tax (AMT). Thus, 
taxpayers receive disparate treatment of similar items based 
on where they reside. 

Internal and external stakeholders have referred the following issues to the National Taxpayer
Advocate. Over the next few years, we will review these issues to determine if legislative recom-
mendations are appropriate to reduce taxpayer burden, or to improve the administration, equity,
or efficiency of the tax system.
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Community Property Internal Revenue Code section 1402(a)(5) provides that for 
Trade or Business purposes of computing the net earnings from self-employment,  
Income there is a presumption that all gross income and deductions 

from a trade or business operated under community property 
laws shall be attributable to the husband unless the wife
“exer cises substantially all of the management and control” of 
the trade or business (italics added). Section 879(a), which 
addresses the tax treatment of community income of a married 
couple, one or both of whom are nonresident aliens, states that 
trade or business income shall be treated as provided in
IRC § 1402(a)(5).

Passive Activity Individuals and corporations with passive activity losses and 
Loss Limitation credits are required to complete Form 8582, Passive Activity 

Loss Limitations, and Form 8582-CR, Passive Activity Credit 
Limitations, respectively. The time required to compute losses 
under the passive activity loss rules, and to complete and file 
the related forms, can be burdensome for taxpayers, especially 
for those with small passive losses resulting from one or a few 
flow-through entities. The estimated time for preparing Form 
8582 is approximately four hours and the estimated time to 
learn about and prepare Form 8582-CR is approximately 16 
hours.1

IRA Contribution Contributions can be made to an Individual Retirement 
Due Dates Account (IRA) at any time during the year or by the due date 

for filing a return for that year, not including extensions. 
Taxpayers must calculate the allowable IRA deduction by the 
due date of their Form 1040, even if they have filed for an 
extension. Due to the various restrictions on IRA contributions,
this can be a burdensome process and can cause excess 
contributions. By allowing taxpayers to contribute to an IRA 
by the due date including extensions, taxpayers will be able to 
more accurately determine the maximum allowable deductible 
and nondeductible IRA contributions.

1 Paperwork Reduction Act
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Repayments of Current law allows an itemized deduction when a taxpayer is 
Previously Reported required to repay up to $3,000 of income that was reported as 
Income wages or other ordinary income in a previous year. Taxpayers 

who are not eligible to itemize deductions receive no tax relief 
for the repayment. Those who can itemize may not receive 
full benefit of the deduction because it is subject to the two-
percent floor on miscellaneous itemized deductions. A taxpayer 
that repays over $3,000 is eligible for more favorable tax relief. 
The taxpayer can reduce the tax liability for the year of 
repayment by either recomputing the tax liability for the prior 
year of inclusion, or claiming the repayment as an itemized 
deduction.2 If the repayment is claimed as an itemized 
deduction, it is not subject to the 2% floor.3

Home Office Deduction In order to claim a home office deduction a taxpayer must use 
an allocable portion of his or her residence exclusively as the 
principal place of his or her trade or business, or as a place of 
business which is used by patients, clients, or customers in 
meeting or dealing with the taxpayer in the normal course of 
his or her trade or business, or in the case of a separate 
structure which is not attached to the residence, in connection 
with the taxpayer’s trade or business. In the case of an 
employee, an allocable portion of his or her residence can be 
claimed as a home office deduction only if the exclusive use of 
the residence is for the convenience of his or her employer. 
Many taxpayers are unable to claim a home office deduction 
because a small part of the space is not used exclusively for 
business purposes. 

2 IRC §1341
3 IRC §67(b)
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Due Date for Filing Individual income tax returns and partnership information 
Partnership Information returns usually share the same due dates. If individual partners
Returns do not receive their partnership information schedule

(Schedule K-1) prior to the due date of their Form 1040, they 
must file for an extension. This additional paperwork places a 
burden on the taxpayer and the IRS. 

Simplification of Interest Employers are required to compute a complex interest 
Income Computation on calculation on outstanding loans to employees on any day 
Low Interest Loans where the loan amount exceeds $10,000. To determine the 

amount of interest, a clear understanding of IRC §§7872 and 
1274 is necessary as well as a knowledge of the applicable 
federal interest rates which change monthly. A number of 
decisions must be made in computing the interest including 
which rate to use and the type of loan. 

Tax Credits for Research The original intent of this credit was to increase activity in 
and Development research and development. However, the interpretation of 

expenses that qualify for the credit has been an issue of debate 
between taxpayers and the IRS. Taxpayers are required to 
compute the credit based on the increase in qualified research 
expense over a base period from 1984 to 1988. It is a burden 
on taxpayers to keep records from the base period, but if these 
records are not kept it is difficult for the taxpayer to 
substantiate the amount of credit allowable. 

Form 11-C Filing Current filing requirements of Form 11-C, Occupational Tax 
Requirements and Registration Return for Wagering, consist of varied filing 

requirements and dates for both the employees and the casinos 
depending on the facts of the situation. The varying due dates 
and purposes for this form make the filing process confusing 
and complex. 
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FUTA Deposit Current law governing the required deposits of Federal 
Requirements under Unemployment Tax (FUTA) contains a special rule that 
IRC §6157(c) exempts businesses from making a deposit if their accumulated 

FUTA tax does not exceed $100 in any calendar quarter. This 
threshold amount is not indexed for inflation and has remained 
unchanged for many years. As a result, fewer small business 
taxpayers meet this special rule and more of them must make 
FUTA deposits.

Payments by State State welfare agency payments to individuals for day care and 
Welfare Agencies other personal services are not always properly reported for 

income tax, and social security purposes. This situation is 
similar to the Key Recommendation in this report entitled 
“Home-based Service Workers.”

P E N A LT I E S  A N D  I N T E R E S T  

I S S U E  P R O B L E M  

Estimated Tax Penalty – Taxpayers are confused about the nature of the estimated tax 
Reasonable Cause penalty, which can be considered an interest charge. The failure 
Exception and to pay estimated tax penalty for individuals and corporations 
Safe Harbor does not contain reasonable cause provisions. The estimated 

tax penalty for individuals also has a prior year safe harbor 
percentage, whereby taxpayers can avoid the imposition of the 
penalty. For taxpayers with income at or above certain AGI 
levels, the safe harbor percentage fluctuates from year to year, 
which increases complexity and the likelihood of error.

Overpayment Credits on Current law does not permit the payment of interest on over-
Late Filed Returns payments for any period prior to the filing of a delinquent tax 

return. However, interest is charged on an underpayment from 
the due date of the original return. This can result in a taxpayer 
having to pay interest for a period that the government has 
use of the taxpayer’s money. 

Interest on Installment The IRS sets interest rates on a quarterly basis. Therefore, it is 
Agreements not possible to determine the payoff date or the final payment 

amount when a taxpayer enters into an installment agreement. 
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Registration of Federal Anyone, regardless of his or her training, experience, skill, or 
Return Preparers knowledge, is able to prepare federal tax returns for others for 

a fee. Tax preparers are subject to the imposition of penalties 
under IRC §§ 6694 and 6695 when they prepare returns 
negligently or in reckless disregard of IRS rules or regulations. 
However, many tax preparers are not subject to any rules or 
standards of conduct, are not licensed by any state regulatory 
agency, and are not required to participate in continuing 
education programs. The only course of action that can be 
taken to enjoin an income tax preparer is the initiation of a 
civil action by the Secretary of the Treasury against the preparer 
in the District Court of the United States.4 Such action is not 
only costly, but also time consuming and leaves questionable 
income tax preparers free to remain in business and potentially 
harm taxpayers if they continue to prepare income tax returns 
during the legal process of the civil action. 

Authority to Reverse or Under current law, the IRS can bypass federal tax obligations 
Bypass Refund Offsets for taxpayers with hardships and issue a refund if the return 
for Taxpayers with has not been processed. However, taxpayers sometimes request 
Significant Hardships hardship refunds after their returns are filed and the 

overpayments have already been applied to a balance due on 
another tax account. Also, there are no provisions for bypassing
debts to other government agencies when the taxpayer is 
suffering a significant hardship nor is there any authority to 
“freeze” the offset pending resolution of taxpayer challenges to
the underlying non-tax obligation.

Temporary Tax Some temporary provisions of tax law have been extended 
Law Extensions with such regularity that the process has become a permanent 

component of the annual legislative agenda. This practice adds 
confusion and complexity to the law. 

4 IRC §7407
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THE MOST L IT IGATED TAX ISSUES

Section 7803(c)(2)(B)(ii)(X) of the Internal Revenue Code requires the Annual Report to
Congress to examine the ten tax issues most litigated by taxpayers. The National Taxpayer
Advocate is required to annually identify these issues and include recommendations for
mitigating these disputes. Analysis of the most litigated issues may reveal particular areas
of the tax law that create burdens for taxpayers. This analysis also may reveal areas requir-
ing simplification. However, we also recognize that many tax cases are tried because of
legitimate interpretive and factual disputes.

No one source records all issues in cases litigated in the primary courts that hear tax relat-
ed controversies. The courts of original jurisdiction include the United States Tax Court,
United States District Courts, United States Court of Federal Claims and the Bankruptcy
Courts. These courts, the Office of Chief Counsel and the Department of Justice keep
track of cases rather than the issues. Consequently, arriving at the most litigated issues
requires a compilation of information from a variety of sources. The term “litigated” pro-
vides some additional definitional problems: is a case litigated when it is petitioned, when
it is actually tried or when the judge enters a decision? Further, do litigated issues include
settled cases, which never came to trial? 

We developed the following methodology to quantify litigated issues and analyze the top
ten. We worked with the Office of Chief Counsel to obtain a listing of the cases that the
Office considered “litigated” in each of the first three quarters of fiscal year 2001. The
Office of Chief Counsel used its case tracking system to identify all cases that were “sub-
mitted”; that is, the cases have been tried and are awaiting final disposition. Counsel then
surveyed the attorneys who tried the cases and asked them to identify the primary issues.

We then researched each of the top ten issues, using a commercial electronic database to
find cases addressing these particular issues that were decided between October 1, 2000,
and August 30, 2001. If an issue appeared in less than twenty cases, we reviewed all cases
found on the commercial electronic database. This method produced a few situations
where the number of cases reported by IRS Chief Counsel was greater than the number
of cases we were able to locate using the commercial electronic database. If an issue was
the key factor in 20 cases or more, we reviewed a sample. 

Our review focused on finding patterns related to the issues and why the issues ended up
in court rather than being resolved in the administrative process. 

MOST L IT IGATED
ISSUES

METHODOLOGY
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The top ten most litigated issues by taxpayers are:

I s s u e  1  –  U n r e p o r t e d  o r  U n d e r r e p o r t e d  I n c o m e

I s s u e  2  –  T r a d e  o r  B u s i n e s s  E x p e n s e s

I s s u e  3  –  E x e m p t i o n s  ( P e r s o n a l  a n d  D e p e n d e n c y )  

I s s u e  4  -  A c c u r a c y  R e l a t e d  P e n a l t i e s

I s s u e  5  –  D e l i n q u e n c y  P e n a l t y

I s s u e  6  –  C o l l e c t i o n  D u e  P r o c e s s

I s s u e  7  –  E a r n e d  I n c o m e  T A X  C r e d i t

I s s u e  8  -  I n n o c e n t  S p o u s e

I s s u e  9  –  E n t e r t a i n m e n t  E x p e n s e s

I s s u e  1 0 -  T r u s t  C a s e S  ( G e n e r a l l y  S h a m )

I S S U E  1 .  U N R E P O R T E D  O R  U N D E R R E P O R T E D  I N C O M E

This issue involves Internal Revenue Code section 61 and deals with income reported and
reportable on tax returns. The cases cover two types of income: unreported income that is
omitted from a return, and underreported income that is not reported in its entirety on
the return. 

Counsel’s automated tracking system identified fifty-nine cases involving this issue. We
analyzed a sample of nineteen unreported and ten underreported income cases. Our
analysis found very little systemic information that would indicate patterns or types of
income that went unreported. However, it does appear that individual taxpayers generally
challenged unreported amounts such as interest, dividends or nonemployee compensa-
tion, while business taxpayers challenged underreported amounts including additional
gross receipts, illegal income and income attributable to a trust. Three cases involved cor-
porate returns, two involved sole proprietorship (schedule C) income and one involved
trust income. In the underreported income cases, four taxpayers represented themselves
(i.e., pro se taxpayers) and attorneys represented six, while the unreported cases included
seven self-representations and twelve attorney representations. Since these cases contain
very unique fact patterns and legal arguments, we are unable to identify systemic reasons
why these cases were litigated.

MOST L IT IGATED
ISSUES 

PATTERNS AND
COMMENTS
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I S S U E  2 .  T R A D E  O R  B U S I N E S S  E X P E N S E S
Section 162 of the Internal Revenue Code provides that there shall be allowed as a deduc-
tion all the ordinary and necessary expenses paid or incurred in carrying on any trade or
business. This is one of the broadest areas of tax law, covering an extremely wide variety
of expenses that are allowed as deductions.

Chief Counsel identified thirty cases containing a “Trade or Business” issue as the primary
issue. Our analysis of a sample of fourteen cases shows there is no set pattern in the
expenses challenged or the reasons for disallowance. In these cases, nine taxpayers repre-
sented themselves and attorneys represented five. The issues include the deductibility of
uniform expenses, advertising, auto expenses and numerous other costs. In one case, the
IRS challenged whether the taxpayer was engaged in a trade or business with the primary
purpose of making a profit (i.e., a “hobby loss” issue under IRC section 183). In this case,
the court ruled in favor of the taxpayer, allowing the loss claimed. The challenges to
expenses raised in these cases are also extremely varied. Since these cases contain very
unique fact patterns and legal arguments, we are unable to identify any systemic reasons
as to why they were litigated. 

I S S U E  3  –  E X E M P T I O N S  ( P E R S O N A L  A N D  D E P E N D E N C Y )

Under Internal Revenue Code sections 151 and 152, there are two types of exemptions:
personal exemptions and exemptions for dependents. Both types of exemptions result in
the same reduction of adjusted gross income; however, different definitions and eligibility
rules apply to each. A taxpayer is allowed one personal exemption for him or herself and,
if married, one personal exemption for the spouse. For dependents, a taxpayer is allowed
one exemption for each person he or she can claim. Five tests must be met to claim an
exemption for a dependent. 

Chief Counsel identified twenty-eight exemption-related cases being litigated. We ana-
lyzed a sample of twenty. Twelve of the taxpayers represented themselves and attorneys
represented eight. 

A majority of these cases involve divorced parents who claim exemptions for their chil-
dren. The key questions are:

1. Who provided a majority of the support? 

2. How long did the child reside with each parent? 
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These are highly factual determinations that may require the court to look in detail at the
taxpayer’s living expenses and to weigh the credibility and probity of the taxpayer’s evi-
dence. Cases of this nature also place a heavy burden on taxpayers because they must
produce extensive records to prove they are entitled to the exemptions claimed. The sup-
port and residency tests also invite both divorced parents to claim the children because
the parents do not know the total support amount. This also puts a burden on the
Internal Revenue Service because this type of test requires administrative review to deter-
mine which parent is entitled to the dependency exemption. 

The dependency exemption tests beg to be simplified to limit the opportunities for these
disputes. The National Taxpayer Advocate has proposed several legislative recommenda-
tions in this Report concerning dependency exemptions and other family status issues.

I S S U E  4  -  A C C U R A C Y  R E L AT E D  P E N A LT I E S

Section 6662 of the IRC provides for a 20 percent penalty on any portion of an under-
payment of tax required to be shown on the return that is attributable to: 

◆ the taxpayer’s negligence or disregard of rules or regulations

◆ substantial understatement, substantial valuation misstatement, or
substantial overstatement of pension liabilities

◆ substantial estate and gift tax valuation understatement

The Chief Counsel’s Office identified twelve cases where the penalty was the primary
issue. The office also acknowledges that this was a collateral issue in a number of other
cases. We identified 134 cases involving litigation of this issue on the commercial elec-
tronic database. We then reviewed and analyzed a random sample of twenty-six cases to
determine if patterns existed in the reasons taxpayers challenged penalty assessments in
tax court. 

Our review of cases concerning the accuracy-related penalty found no set pattern in the
reasons taxpayers petitioned the court. The IRS assessed the penalty in association with
various underlying deficiencies and additions to tax. These cases included penalties being
proposed because of, disallowed employee business expense, underreported income, tax
protest arguments, trust shams, disallowed S-Corp deductions, business determined not to
be engaged in for profit, and assorted other reasons. In twelve of the twenty-six cases, tax-
payers represented themselves, and attorneys represented the fourteen others. Since these
cases contain very unique fact patterns and legal arguments, we are unable to identify sys-
temic reasons as to why they were litigated.
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I S S U E  5  –  D E L I N Q U E N C Y  P E N A LT Y
The delinquency penalty is assessed for failure to file a return and/or pay taxes timely.
Section 6651 of the Internal Revenue Code states that in case of failure to file a return
timely, there shall be added to the amount required to be shown as tax on the return five
percent of the amount of the unpaid tax if the failure is for not more than one month; with
an additional five percent for each additional month or fraction thereof during which fail-
ure continues, not exceeding 25 percent.

In the case of failure to pay taxes timely, a penalty will be assessed of one-half of one per-
cent (.50%) of the unpaid taxes for each month, or part of a month after the due date that
the tax is not paid. This penalty cannot be more than 25 percent of unpaid tax. The penalty
can be abated if the taxpayer can show reasonable cause for filing and paying late.

The automated tracking system identified thirteen cases where these penalties were the pri-
mary issue. We analyzed the nine cases we found using the commercial electronic database
to determine whether a pattern existed in the reasons the taxpayers petitioned the court. We
found that generally these issues were raised in conjunction with other underlying deficiency
issues. Usually, the taxpayers tried to establish that the lateness was due to reasonable cause.
The reasons include a statement that a spouse would not turn over needed information,
arguments that a return was mailed timely even though the postmark was substantially later,
and that the required records were destroyed by fire. The decisions appear to be based on
the judge’s interpretation of the facts and the apparent credibility of the taxpayers. These
cases are so factually intensive that we are unable to detect any useful pattern. In five of the
nine cases, taxpayers represented themselves, and attorneys represented the four remaining
taxpayers.

I S S U E  6  –  C O L L E C T I O N  D U E  P R O C E S S  ( C D P )

Internal Revenue Code section 6330 provides that no levy may be made on any property or
right to property of any person unless the Secretary has notified the person in writing of
their right to a hearing. Under IRC § 6320, the Secretary shall notify in writing the person
described in IRC § 6321 of the filing of a notice of lien under IRC § 6323. Section 6321
states,

If any person liable to pay any tax neglects or refuses to pay the same after
demand, the amount (including interest, additional amount, addition to tax, or
assessable penalty, together with any costs that may accrue in addition thereto)
shall be a lien in favor of the United States upon all property and rights to proper-
ty, whether real or personal, belonging to such person.

While Chief Counsel identified 10 CDP cases, our research using a commercial  electronic
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database only identified six decisions issued by the Tax Court during the year. We deter-
mined that the arguments in those cases fall into two categories:

1. Cases where an administrative error was claimed

2. Cases that contained frivolous arguments

In three of the cases, the taxpayers represented themselves and the other three had profes-
sional representation. In five cases, the taxpayer was issued a Notice of Intent to Levy,
while the remaining case involved a Notice of Federal Tax Lien. 

The Tax Court upheld the government’s position in all cases. In three cases, the Service
requested that the court impose sanctions against the taxpayer under IRC § 6673 for
delay, as the taxpayer’s position was frivolous. The Tax Court may impose a penalty if the
judge believes the proceedings were instituted by the taxpayer primarily for delay, that the
taxpayer’s position is frivolous, or that the taxpayer unreasonably failed to pursue avail-
able administrative remedies. The court may impose damages of up to $5,000. The court
did not award sanctions in two cases and granted it in one case.

I S S U E  7  –  E A R N E D  I N C O M E  TA X  C R E D I T
Under section 32 of the Internal Revenue Code, taxpayers may be entitled to a refundable
credit on earned income. 

Chief Counsel’s tracking system identified nine cases where the primary issue was the
Earned Income Tax Credit (EITC). We reviewed the nine Tax Court decisions dealing
with this issue. The cases include a variety of reasons for disallowance: taxpayers claiming
the EITC for a sibling; the length of time a claimed child lived with the taxpayer; gross
income limitations; an inmate’s earnings being specifically excluded from earned income
for eligibility purposes; filing status issues; and cases where no evidence was submitted by
the taxpayer.

Most of the cases also presented filing status and /or dependency issues in addition to the
EITC. Our review did not reveal a common pattern in these cases. In eight of the nine
cases, the taxpayers represented themselves and the remaining taxpayer hired a representa-
tive. In addition, we are aware that the different definitions in the filing status for depend-
ency and earned income credits create problems. This issue is addressed in the National
Taxpayer Advocate’s legislative recommendations elsewhere in this report.
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I S S U E  8  -  I N N O C E N T  S P O U S E
An individual who has filed a joint return may elect to seek relief from joint and several
liability as an innocent spouse. The rules related to innocent spouse were changed and
expanded by RRA 98 (RRA Section 3201(a)). The former section 6013(e) was repealed by
RRA 98 for liabilities arising after July 22, 1998, and any liability for tax arising on or
before 1998 but remaining unpaid.

Internal Revenue Code section 6015 provides three types of relief from joint and several
liability to spouses who file a joint return. The three types of relief are:

◆ Internal Revenue Code section 6015(b) – Expanded Innocent Spouse Relief - An
individual who has filed a joint return may elect to seek relief from joint and
several liability as a “traditional” innocent spouse. On such a return there must be
an understatement of tax, attributable to erroneous items which one individual
filed on the joint return. If the other individual establishes that in signing the
return he or she did not know, and had no reason to know, that there was such an
understatement of income and it would be inequitable to hold that person liable
for the tax, then that person may receive innocent spouse relief.

◆ Internal Revenue Code section 6015(c) - Separate Liability Election - A qualified
taxpayer may elect to have the liability for any deficiency limited to the portion of
the deficiency that is attributable to items allocable to that taxpayer under special
rules. To qualify, at the time of the election, the taxpayer must be either: no longer
married, widowed, or legally separated, or have lived apart at all times during the
12-month period prior to the election.

◆ Internal Revenue Code section 6015(f) - Equitable Relief — This section applies to
underpayments as well as understatements of tax. Relief is available where tax 
was shown on a joint return, but not paid with the return and the taxpayer did 
not know or have reason to know that funds intended for the payment of tax 
were taken by the other spouse for that spouse’s benefit. Relief may be available
only if relief is not available under the expanded innocent spouse relief (IRC
section 6015(b)) or separate liability election (IRC section 6015(c)) and if taking
into account all the facts and circumstances, it is inequitable to hold the individual
liable for all or part of a tax liability. Prior to the enactment of IRC section 6015,
an underpayment of tax could not be considered for relief under the innocent
spouse provisions nor could the liability be allocated.
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We reviewed and analyzed eight innocent spouse cases for the 2001 fiscal year, 
covering a wide variety of issues.  Below is a list of some of the court’s holdings:

◆ Husband was convicted of tax evasion and willfully making false returns of income.
The wife sought relief under IRC § 6015 (b).

Holding – The court ruled in favor of the IRS because it was found that the wife 
knew about the fraudulent conveyance of funds to the trust.

◆ Husband was a retired teacher.  Husband received retirement in the form of two
checks.  Husband died.  Wife (petitioner) received a 1099-R but was not aware of
the tax implications.  Wife filed for relief under IRC § 6015(b)

Holding – Tax Court ruled in favor of the IRS stating that the wife had actual 
knowledge of her husband’s retirement account distribution.  The Tax Court also 
looked at IRC § 6015(f) but ruled that the IRS did not abuse its discretion in 
denying relief to the petitioner.

◆ Husband sold sports memorabilia but did not claim all the income from the sales
on their joint tax return.  The wife stated she had no knowledge of the income.

Holding – The court ruled that the Petitioners were liable for the entire income but
wife qualified for relief under the IRC § 6015(b).  The court reasoned that the wife
did not have any knowledge that the income was not reported.

◆ The wife sought relief under IRC § 6015(b) regarding deficiencies based on
distributive shares of tax shelter investments.

Holding – The wife was not entitled to relief because the court found she possessed
constructive knowledge of the understatement of tax giving rise to the 
deficiencies.

◆ Petitioners filed delinquent tax returns in 1986 and 1987.  Wife sold some 
property during these tax years.  Husband contends he had no knowledge of the
property being sold.

Holding - Relief was granted to the husband because the IRS conceded some items
and did not prove that the husband had any knowledge of the amount of the
contested items giving rise to the deficiency.

◆ A Joint Return was filed without reporting IRA distributions.  The couple divorced.
The husband contends that he had no knowledge of the IRA distributions.  
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Holding – The Court ruled in favor of the husband and stated the husband was
entitled to be relieved of liability for tax attributable to the distributions.

Although IRC § 6015 is a relatively new provision and the fact patterns are unique,
the “knowledge” factor was critical to the Court’s holding in each case, irrespective
of the subsection under which relief was granted or denied.

I S S U E  9  –  E N T E R TA I N M E N T  E X P E N S E S
Internal Revenue Code describes the circumstances and extent to which certain entertain-
ment and other expenses will be allowed.  Chief Counsel’s automated tracking system
identified ten cases. We analyzed the six cases we found using the commercial electronic
database. Four taxpayers represented themselves while the other two had attorneys.  Our
analysis found no distinguishable patterns; it appeared that the entertainment expenses
were a minor part of each litigated case.

The major issues include whether the petitioner was liable for an addition to tax under
IRC § 6651 (a) (1); liable for an accuracy-related penalty under IRC § 6662 (a); entitled to
various deductions, including entertainment expenses, of Schedule C, Profit or Loss from
Business, in excess of the amounts allowed by IRS; and entitled to a deduction on
Schedule A, Itemized Deductions, for employer business expenses (which included enter-
tainment expenses).

I S S U E  1 0 -  T R U S T  C A S E S  ( G E N E R A L LY  S H A M )
These cases involved the correct attribution of income and deductions under
IRC § 671 – “Trust Income, Deductions, and Credits Attributable to Grantors and Others
as Substantiated Owners.”

Counsel’s tracking system identified ten cases involving trusts. We reviewed the six cases
we found using the commercial electronic database.  The taxpayers represented themselves
in two cases and were represented by attorneys in the other four cases.  Our analysis
reveals a pattern among the sampled cases: the court concluded that the taxpayers estab-
lished trusts to avoid reporting personal income and paying personal income taxes.

In one case, the Tax Court determined that a sham trust had been established and attrib-
uted to the taxpayer the trust’s income and expenses.  In a second case, the court found
the trust lacked economic substance and could be disregarded because the taxpayer used
the trust’s assets and income before and after the trust was established. 
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In other cases the court determined that taxpayers who established trusts as a mechanism
to avoid tax were unsuccessful.  The court determined the trust should not be respected for
federal income tax purposes, and the income generated from the trust assets was taxable to
the individual and not the trust.  The court applied the assignment of income doctrine to
determine the taxpayer was the true earner of money paid to a trust for services rendered.  

In some cases, the court imposed penalties.  Among the penalties imposed on taxpayers in
these cases were the failure to file tax return penalty under IRC § 6651 (a) (1); failure to
pay estimated income tax under IRC § 6654 (a); the accuracy-related penalty under
IRC § 6662 (a); and sanctions for delay and frivolous court proceedings under
IRC § 6673 (a) (1).

TA B L E  C . 1

Some of the most litigated issues are also among the top problems faced by taxpayers, or
are the subject of legislative recommendations described elsewhere in this report.

M O S T  L I T I G AT E D R E L AT E D  L E G I S L AT I V E M O S T  S E R I O U S  
I S S U E S R E C O M M E N D AT I O N P R O B L E M S  E N C O U N T E R E D  

B Y  TA X P AY E R S

Unreported or Automated Underreported
underreported income (AUR) Tax Assessments

Personal Exemptions, Key Issue #1, Multiple Definitions of
including Dependency Family Issues “Qualifying Child”
exemptions

Earned Income Credit Key Issue #1, ◆ Determining Earned 
Family Issues Income Tax Credit 

(EITC) Eligibility
◆ Documenting Earned 

Income Tax Credit 
(EITC) Eligibility

◆ Earned Income Tax Credit
(EITC) Examinations

Innocent Spouse Key Issue #1, Status of Innocent 
Family Issues Spouse Claims
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TA B L E  C . 2

During our sample review of primary issues in cases, it became obvious that many of
these cases also cover additional issues on the most litigated issue list.  The following
table should assist the reader to understand how intertwined many of these issues have
become.

The left-hand side of the table shows the number of cases that were reviewed in analyzing
each of the top ten issues.  The right-hand side shows how many other top ten issues were
also contained within those same cases.  Although a case may have one major issue, that
same case usually contains other issues.

M O S T  L I T I G AT E D  N U M B E R   R E L AT E D  L I T I G AT E D  I S S U E S N U M B E R
I S S U E  D E C I S I O N S O F C A S E S  O F  C A S E S  

R E V I E W E D A F F E C T E D

Unreported Income 19 Delinquency Penalty issues 4
Underreported 10 Accuracy-Related Penalty issues  7
Income EITC issues 3

Trade or Business Expenses issues  3
Innocent Spouse issues  5
Trust issues  6
Entertainment Expense issues 6

Trade or Business 14  Entertainment Expense issues   5
Expenses Accuracy-Related Penalty issues 3

Exemption Decisions 20 EITC issues  7
Accuracy-Related Penalties issues  8
Trust issue  1
Unreported/Underreported 

Income issues  4
Trade or Business Expense issues  6
Entertainment Expense issues  2
Delinquency Penalty issue 1



M O S T  L I T I G AT E D  N U M B E R   R E L AT E D  L I T I G AT E D  I S S U E S N U M B E R
I S S U E  D E C I S I O N S O F C A S E S  O F  C A S E S  

R E V I E W E D A F F E C T E D

Accuracy-Related 29 Unreported/ Underreported 
Penalties Income issues  8

Innocent Spouse issues  2
Trade or Business Expenses issues  12
Delinquency Penalty issues  4
Entertainment Expenses issues  4
Trust issues  5
Exemptions issues  1
EITC issues 1

Delinquency Penalty 9 Unreported/ Underreported
Income issues   4

Trade or Business Expense issues  2
Accuracy-Related Penalties issues  2
Innocent Spouse issue   1
Trust issues  3
Entertainment Expense issues 2

Collection Due 6 None
Process:

Earned Income 9 Dependency exemptions issues  2
Tax Credit Unreported/Underreported issues 1  

Accuracy-Related issues 1

Innocent Spouse 9 Underreported issues  3
Delinquency Penalty issue 1

Entertainment 6 Trade or Business Expense issues 2
Expenses Accuracy-Related Penalty issues 2

Trust Case 6 Accuracy-Related penalty issues 3
Exemption issues 1
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DALLAS
4050 Alpha Rd.
Stop 1005 MSRO
Room 1240A
Dallas, TX  75244
Phone:  972-308-7019
FAX:  972-308-7166

FT.  LAUDERDALE/ INTERNATIONAL
7850 SW 6th Court, Room 285
Plantation, FL  33324
Phone:  954-423-7600
FAX:  954-423-7379

MANHATTAN
290 Broadway 14th floor
New York, NY  10007
Phone:  212-298-2015
FAX:  212-298-2016

MILWAUKEE
310 W. Wisconsin Ave.
Suite 1210 East Tower
Stop 1009 MIL
Milwaukee, Wisconsin  53203
Phone:  414-297-1646
FAX:  414-297-3485 

OAKLAND
1301 Clay St. Suite 1030-N
Oakland, CA  94612
Phone:  510-637-2070
FAX:  510-637-3189

RICHMOND
400 N. 8th St., Room 328
Richmond, VA  23240
Phone:  804-916-3510
FAX:  804-916-3641

SEATTLE
915 2nd Ave.  Stop W-404
Seattle, WA  98174
Phone:  206-220-4356
FAX:  206-220-4930 

A R E A
O F F I C E S

NATIONAL TAXPAYER ADVOCATE
1111 Constitution Avenue NW
Room 3031-IR
Washington, DC  20224
Phone:  202-622-4300
FAX:  202-622-6113

DEPUTY NATIONAL TAXPAYER
ADVOCATE
1111 Constitution Avenue NW
Room 3031-IR
Washington, DC  20224
Phone:  202-622-4300
FAX:  202-622-6113

CONGRESSIONAL AFFAIRS L IA ISONS
1111 Constitution Avenue NW
Room 1027-TA: CCL
Washington, DC  20224
Phone:  202-622-4315 or
202-622-4321
FAX:  202-622-4318

N AT I O N A L
TA X P AY E R
A D V O C AT E  
S E R V I C E  
O R G A N I Z AT I O N

EXECUTIVE  D IRECTOR,  SYSTEMIC
ADVOCACY
1111 Constitution Avenue NW
Room 3031-IR
Washington, DC  20224
Phone:  202-622-4300
FAX:  202-622-6113

DIRECTOR,  BUSINESS ADVOCACY
Small Business/Self-Employed, 
Tax Exempt/Government Entities, 
Large and Midsize Businesses,
5000 Ellin Rd., Stop C5-355
Lanham, MD  20706
Phone:  202-283-7184
FAX:  202-283-4856

DIRECTOR,  INDIV IDUAL ADVOCACY
Wage & Investment,
401 Peachtree St., Stop 208-D
Atlanta, GA  30308
Phone:  404-338-8677
FAX:  404-338-8689

S Y S T E M I C
A D V O C A C Y

S E R V I C E
C E N T E R S
S E R V I C E
C E N T E R S

WAGE & INVESTMENT 
401 W. Peachtree St.
Stop 101-R, Room 1970
Atlanta, GA  30308
Phone:  404-338-8710
FAX:  404 338-8709

ANDOVER
310 Lowell St., Stop 121
Andover, MA  01812
Phone:  978-474-5549
FAX:  978-691-6961

ATLANTA
4800 Buford Hwy, Stop 29-A
Atlanta, GA  30341
Phone:  770-936-4500
FAX:  770-234-4443

AUSTIN
3651 S. Interregional Hwy
Stop 1005 
Austin, TX  78741
Phone:  512-460-8300
FAX:  512-460-8267 

BROOKHAVEN
1040 Waverly Avenue, Stop 102
Brookhaven, NY  11742
Phone:  631-654-6517
FAX:  631-447-4879

CINCINNATI
201 Rivercenter Blvd., Stop 11
Cincinnati, OH  41019
Phone:  859-669-5316
FAX:  859-669-5405
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SMALL BUSINESS SELF-EMPLOYED
312 Elm Street, Suite 2250
Cincinnati, OH  45202
Phone:  859-669-5556
FAX:  869-669-5808

FRESNO
5045 East Butler Ave., Stop 01
Fresno, CA  93888
Phone:  559-443-7590
FAX: 559-443-7809   

KANSAS C ITY
2306 East Bannister Rd., Stop
1005
Kansas City, MO  64131
Phone:  816-926-5843
FAX:  913-696-6393

MEMPHIS
5333 Getwell Road, Stop 13
Memphis, TN  38118
Phone:  901-395-1900
FAX:  901-395-1925 

OGDEN
1160 West 1200 South, Stop
1005
Ogden, UT  84201
Phone:  801-620-7168
FAX:  801-620-3096

PHILADELPHIA
11601 Roosevelt Blvd., DP 1300
Philadelphia, PA  19154
Phone:  214-516-2499
FAX:  214-516-2677 

ALABAMA
801 Tom Martin Drive, Room
151-PR
Birmingham, AL  35211
Phone:  205-912-5631
FAX:  205-912-5156

ALASKA
949 E 36th Ave., Stop A-405
Anchorage, AK  99508
Phone:  907-271-6877
FAX:  907-271-6157

ARIZONA
210 E. Earll Dr., Stop 1005
PHX
Phoenix, AZ  85012-2623
Phone:  602-207-8240
FAX:  602-207-8250

ARKANSAS
700 West Capitol Street, Stop
1005 LIT
Little Rock, AR  72201
Phone:  501-324-6269
FAX:  501-324-5183

CALIFORNIA (LAGUNA NIGUEL)
24000 Avila Road, Stop 2000
Laguna Nigel, CA  92677
Phone:  949-389-4804
FAX:  949-389-5038

CALIFORNIA (LOS ANGELES)
300 N. Los Angeles St., Stop
1005 LA
Los Angeles, CA  90012
Phone:  213-576-3140
FAX:  213-576-3141

CALIFORNIA (OAKLAND)
1301 Clay St., Suite 1540-S
Oakland, CA  94612
Phone:  510-637-2703
FAX: 510-637-2715

CALIFORNIA (SACRAMENTO)
4330 Watt Ave., Stop SA5043
North Highlands, CA  95660
Phone:  916-974-5007
FAX:  916-974-5902

CALIFORNIA (SAN JOSE)
55 S. Market St., Stop 0004
San Jose, CA  95113
Phone:  408-817-6850
FAX:  408-817-6851

COLORADO
600 17th St., Stop 1005 DEN
Denver, CO  80202-2490
Phone:  303-446-1012
FAX:  303-446-1011

CONNECTICUT
135 High Street, Stop 219
Hartford, CT  06103
Phone:  860-756-4550
FAX:  860-756-4559 

DELAWARE
409 Silverside Road
Wilmington, DE  19809
Phone:  302-791-4502
FAX:  302-791-5945

FLORIDA (FT.  LAUDERDALE)
7850 SW 6th Court, Room 265
Plantation, FL  33324
Phone:  954-423-7677
FAX:  954-423-7680

FLORIDA (JACKSONVILLE)
841 Prudential Drive, Suite 100
Jacksonville, FL  32207
Phone:  904-665-1000
FAX:  904-665-1817

GEORGIA
401 W. Peachtree St., NW 
Summit Bldg., Room 510 
Stop 202-D
Atlanta, GA  30308
Phone:  404-338-8096
FAX:  404-338-8097

HAWAI I
300 Ala Moana Blvd., #50089
Stop H-405 / Room 1-214
Honolulu, HI  96850
Phone:  808-539–2870
FAX:  808-539-2859

IDAHO
550 W. Fort St., Box 041
Boise, ID  83724
Phone:  208-334-1324
FAX:  208-334-1977

I LL INOIS (CHICAGO)
230 S. Dearborn St.
Room 2855, Stop -1005 CHI
Chicago, IL  60604
Phone:  312-566-3800
FAX:  312-566-3803

I LL INOIS (SPRINGF IELD)
320 W. Washington St. 
Room 611
Stop 1005 SPD
Springfield, IL  62701
Phone:  217-527-6382
FAX:  217-527-6373

L O C A L
O F F I C E S  B Y
S TAT E  A N D
L O C AT I O N

S E R V I C E
C E N T E R S  

(cont.)
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D IRECTORY

INDIANA
575 N. Pennsylvania St.
Room 581, Stop TA770
Indianapolis, IN  46204
Phone:  317-226-6332
FAX:  317-226-6222 

IOWA
210 Walnut St.
Stop 1005 DSM, Room 483
Des Moines, IA  50309
Phone:  515-284-4780
FAX:  515-284-6645

KANSAS
271 W. Third St. 
Stop 1005-WIC, Suite 2000
Wichita, KS  67202
Phone:  316-352-7506
FAX:  316-352-7212

KENTUCKY
600 Dr. Martin Luther King Jr. Pl.
Room 622
Louisville, KY  40202
Phone:  502-582-6030
FAX:  502-582-6463

LOUIS IANA
600 South Maestri Place, Stop 2
New Orleans, LA  70130
Phone:  504-558-3001
FAX:  504-558-3348

MAINE
68 Sewall Street, Room 313
Augusta, ME  04330
Phone:  207-622-8528
FAX:  207-622-8458

MARYLAND
31 Hopkins Plaza, Room 940
Baltimore, MD  21201
Phone:  410-962-2082
FAX:  410-962-9340

MASSACHUSETTS
25 New Sudbury Street
Room 775
Boston, MA  02203
Phone:  617-316-2690
FAX:  617-316-2700

MICHIGAN
477 Michigan Ave.
Room 1745, Stop 7
Detroit, MI  48226
Phone:  313-628-3670
FAX:  313-628-3669 

MINNESOTA
316 North Robert St.
Stop 1005 STP, Room 383
St Paul, MN  55101
Phone:  651-312-7999
FAX:  651-312-7872

MISSISSIPPI
100 West Capitol Street
Stop JK31
Jackson, MS 39269
Phone: 601-292-4800
FAX: 601-292-4821

MISSOURI
1222 Spruce St.
Stop 1005 STL, Room 10.314
St Louis, MO  63103
Phone:  314-612-4610
FAX:  314-612-4628

MONTANA
Federal Building 
301 S Park, Stop 1005 HEL
Helena, MT  59626-0023
Phone:  406-441-1022
FAX:  406-441-1045

NEW HAMPSHIRE    
Thomas J. McIntyre Federal Bldg.
80 Daniel Street, Room 403
Portsmouth,  NH 03801
Phone:  603-433-0571
FAX:  603-430-7809

NEW JERSEY
955 South Springfield Avenue, 
1st Floor
Springfield, NJ 07081
Phone:  973-921-4043
FAX:  973-921-4355

NEW YORK (ALBANY)
Leo O’Brien Federal Building
1 Clinton Square, Room 354
Albany, NY  12207
Phone: 518-427-5413
FAX:  518-427-5494

NEW YORK (BUFFALO)
201 Como Park Blvd
Buffalo, NY  14227-1416
Phone:  716-686-4850
FAX:  716-686-4851

NEW YORK (MANHATTAN)
290 Broadway 7th Floor
Manhattan, NY  10007
Phone:  212-436-1011
FAX:  212-436-1900

NEW YORK (BROOKLYN)
625 Fulton Street
10 Metrotech Center
Brooklyn, NY  11201
Phone:  718-488-3505
FAX:  718-488-3235

NEBRASKA
1313 Farnam St.
Stop 1005 OMA, Room 208
Omaha, NE  68102
Phone:  402-221-4181
FAX:  402-221-3051 

NEVADA
4750 W. Oakey Blvd.
Stop 1005 LVG
Las Vegas, NV  89102
Phone:  702-455-1241
FAX:  702-455-1216 

NEW MEXICO
5338 Montgomery Blvd., NE
Stop 1005 ALB
Albuquerque, NM  87109
Phone:  505-837-5505
FAX:  505-837-5519

NORTH CAROL INA
320 Federal Place, Room 125
Greensboro, NC  27401
Phone:  336-378-2180
FAX:  336-378-2495

NORTH DAKOTA
657 Second Ave, North
Stop 1005 FAR, Room 244
Fargo, ND  58102
Phone:  701-239-5141
FAX:  701-239-5323

L O C A L  O F F I C E S  
B Y  S TAT E  A N D
L O C AT I O N (cont.)
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OHIO (C INCINNATI)
550 Main St., Room 3530
Cincinnati, OH  45202
Phone:  513-263-3260
FAX:  513-263-3257

OHIO (CLEVELAND)
1240 E. 9th St., Room 423
Cleveland, OH  44199
Phone:  216-522-7134
FAX:  216-522-2947 

OKLAHOMA
55 North Robinson
Stop 1005 OKC, Room 138
Oklahoma City, OK  73102
Phone:  405-297-4055
FAX:  405-297-4056

OREGON
1220 S.W. 3rd Ave., Stop O-405
Portland, OR  97204
Phone:  503-326-3295
FAX:  503-326-5453

PENNSYLVANIA (PHILADELPHIA)
600 Arch Street, Room 7426
Philadelphia, PA  19106
Phone:  215-861-1304
FAX:  215-861-1613

PENNSYLVANIA (P ITTSBURGH)
1000 Liberty Avenue, Room 1602
Pittsburgh, PA  15230
Phone:  412-395-5987
FAX:  412-395-4769

RHODE ISLAND
380 Westminster St.
Providence, RI  02903
Phone:  401-525-4200
FAX:  401-525-4247

SOUTH CAROL INA
1835 Assembly Street
Room 466
Columbia, SC  29201
Phone:  803-253-3029
FAX:  803-253-3910

SOUTH DAKOTA
115 4th Ave, Southeast
Stop 1005 ABE, Room 114
Aberdeen, SD  57401
Phone:  605-226-7248
FAX:  605-226-7246

TENNESSEE
801 Broadway, Stop 22
Nashville, TN  37203
Phone:  615-250-5000
FAX:  615-250-5001 

TEXAS (AUSTIN)
300 E. 8th St.
Stop 1005-AUS, Room 136
Austin, TX  78701
Phone:  512-499-5875
FAX:  512-499-5687

TEXAS (DALLAS)
1114 Commerce St.
MC 1005DAL, Room 1004
Dallas, TX  75242
Phone:  214-767-1289
FAX:  214-767-0040

TEXAS (HOUSTON)
1919 Smith St.
Stop 1005 HOU, Room 1650
Houston, TX  77002
Phone:  713-209-3660
FAX:  713-209-3708

UTAH
50 South 200 East
Stop 1005 SLC
Salt Lake City, UT  84111
Phone:  801-799-6958
FAX:  801-779-6957

VERMONT
Courthouse Plaza
199 Main Street
Burlington, VT  05401-8309
Phone:  802-860-2089
FAX:  802-860-2006

VIRGIN IA
400 N. 8th St., Room 328
Richmond, VA  23240
Phone:  804-916-3501
FAX:  804-916-3587

WASHINGTON
915 2nd Ave., Stop W-405
Seattle, WA  98174
Phone:  206-220-6037
FAX:  206-220-6047

WEST V IRGIN IA
425 Julianna St., Room 3012
Parkersburg, WV  26101
Phone:  304-420 –6616
FAX:  304-420-6682

WISCONSIN
310 W. Wisconsin Ave.
Suite 1298 West Tower
Stop 1005 MIL
Milwaukee, WI  53203
Phone:  414-297-3046
FAX:  414-297-3362

WYOMING
5353 Yellowstone Rd.
Rm. 206A, Stop 1005 CHE
Cheyenne, WY  82009
Phone:  307-633-0800
FAX:  307-633-0918

INTERNATIONAL-PUERTO R ICO
San Particio Office Bldg
7 Tabonuco Street, Room 200
Guaynabo, PR 00966
Phone  787-622-8930 (English)

787-622-8940 (Spanish)
FAX:  787-622-8933 

You can reach the Taxpayer Advocate Service by calling our Toll-Free
Number (1-877-777-4778) or by calling or writing to the Taxpayer Advocate
Service Office nearest you.
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